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Five Year Summaries 46 Petro-Canada is the largest 


Canadian-owned company in the 
petroleum industry and the only 
Canadian-owned oil and gas company 
with a national marketing network. At 
year-end 1985, Petro-Canada had assets 
of $8.8 billion and employed 10 565 
people. The Corporation ranks among 
the top five companies in all commonly 
used operating measures in exploration 
and production, and is one of the nation’s 
top refiners and marketers of petroleum 
products. 
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March 31, 1986 


The Honourable Pat Carney, P.C., M.P. 
Minister 

Energy, Mines and Resources Canada 
House of Commons 

Ottawa, Canada 


i 


Dear Minister: 


‘On behalf of the Board of Directors I am pleased to present 
Petro-Canada’s Annual Report for the fiscal year ended 
December 31, 1985. 

In accordance with the provisions of the Financial 
Administration Act, the Report includes the consolidated 
financial statements together with the auditors’ report 


thereon. 


Yours sincerely, 


Vit (an 


W.H. Hopper 
Chairman of the Board 
and Chief Executive Officer 
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Chairman’s Message 


We have now been through ten dra- 
matic years at Petro-Canada — years in 
which the industry has seen remark- 
able challenges, changes and opportuni- 
ties. Economic, political and lifestyle 
trends, both in Canada and internation- 
ally, have forced companies engaged in 
the oil and gas business to alter their 
direction and look at things in new 
ways. Successful companies have been 
those with the capability to respond 
quickly to new opportunities. In the 
years ahead, that will remain an endur- 
ing criterion for success. 

For Petro-Canada, 1985 was a year 
of adjusting to these changes. In finan- 
cial terms, earnings were modest as 
expected, although the Corporation con- 
tinued to generate substantial cash flow. 
In addition, Petro-Canada paid its first 
common share dividend to the Govern- 
ment of Canada. The most notable 
achievements of the year were in 
restructuring the Corporation’s asset 
base. These actions position the Corpo- 
ration with the flexibility, breadth and 
balance needed for success, whatever 
challenges the future presents. 

During 1985, the industry faced an 
uncertain and difficult business envi- 
ronment. An oversupply in world oil 


markets produced unpredictable and 
generally declining crude prices. The 
Canadian oil and gas industry is not 
isolated from these world-wide circum- 
stances, and is in the process of adjust- 
ing to weak demand and volatility in the 
prices of crude oil, natural gas and 
refined petroleum products. 

In the exploration and production 
business, Western Canada’s conven- 
tional operations resisted these negative 
market pressures, but 1985 activity lev- 
els are not likely to be sustained. The 
economic viability and timing of costly 
frontier projects, which will play the 
major role in enhancing Canada’s long- 
term energy security, will depend on 
the world price of crude oil and fiscal 
arrangements with governments. 

Profitability in the refining and 
marketing business was constrained by 
overcapacity. Changes are necessary to 
allow for adequate returns and the con- 
tinued investments needed to maintain 
services required by the public. 

Weaknesses in the business envi- 
ronment were offset to some extent by 
initiatives on the part of federal and 
provincial governments. Substantial 
deregulation was achieved in both oil 
and natural gas. The increased reliance 
on market forces encourages industry 
to pursue new opportunities that will 
improve Canada’s energy security. 


Federal-provincial agreements have 
established a climate of understanding 
within which the industry can operate 
more confidently. Provincial govern- 
ments in Western Canada have revised 
royalties and incentives to encourage 
further exploration and development. 
In addition, the announcement of a new 
frontier energy policy promises to 
streamline regulations governing 
Canada Lands and establish non- 
discriminatory terms which are 
profit-sensitive. 

Petro-Canada appreciates the impli- 
cations of this business environment. 
To keep the combination of business 
and financial risks within acceptable 
limits, the Corporation continues to 
diversify its asset base and improve the 
balance between its short and longer 
term investments. Petro-Canada’s 
strong and growing position in Western 
Canada will provide substantial ongoing 
cash flow. This in turn permits the 
Corporation to pursue its interests in 
riskier, long lead-time frontier projects. 

For most of its ten years, the Corpo- 
ration has been a leader in frontier 
activity, with considerable success. 
Where the economics are viable, Petro- 
Canada will continue to work towards 
development of the most promising 
opportunities in the East Coast offshore, 
the oil sands and heavy oil. 

In doing so, Petro-Canada will 
ensure that it maintains a sound finan- 
cial footing, consistent with the Federal 


Government’s position that Petro- 

_ Canada is to act like a corporation in 
the private sector. The Corporation's 
investment plans must meet the test 
of preserving established financial 
standards under all plausible business 
conditions. 

Petro-Canada believes that, as its 
- operations expand, the Corporation will 
require additional equity funds. A spe- 
cial committee of the Board of Directors 
has been established to determine the 
best method of securing this new equity 
capital. We are pleased that the Federal 
Government is actively examining a 
proposal for a share issue to the public. 

While commercialization of frontier 
reserves is important for Petro-Canada, 
today’s declining world oil price makes 
the pace and extent of development 
uncertain. In the light of this changed 
business environment and Petro- 
Canada’s concentration on projects with 
near-term potential, it is clear that some 
frontier assets will not be developed in 
the foreseeable future. During 1985, the 
Corporation registered unusual charges 
against earnings of $865 million after 
income taxes, most of which consisted 
of write-downs that reflect these circum- 
stances. 

Concerning Petro-Canada’s perfor- 
mance in 1985, several achievements 
should be highlighted. 

At the end of September, Petro- 
Canada concluded an agreement with 


Gulf Canada Limited for the purchase of 
Gulf’s refining, transportation and 
marketing assets west of Quebec. This 
acquisition makes the Corporation a 
leader among petroleum product mar- 
keters in every region of the country, 
and positions Petro-Canada for healthy 
earnings when the business environ- 
ment improves. 

In Western Canada, where crude oil 
and natural gas production provides the 
greatest share of the Corporation’s cash 
flow, activity remained strong in 1985, 
with several new discoveries brought on 
stream. During the year, three major 
construction projects — the Wolf Lake in 
situ oil sands project, the Brazeau River 
sour gas processing plant, and the 
Taylor natural gas liquids plant — were 
completed and commenced operations. 

Petro-Canada made further pro- 
gress in exploring for oil off the East 
Coast. A well drilled to delineate Petro- 
Canada’s 1984 Terra Nova oil discovery 
yielded very encouraging test results. 
The Corporation also announced an oil 
discovery at its West Ben Nevis well and, 
later in the year, participated in the 
nearby North Ben Nevis oil discovery. 

This year of growth and adjustment 
has been made easier by the hard work 
of everyone at Petro-Canada. Our 
employees consistently demonstrated 
professionalism and dedication. The 
members of the Corporation’s new 


Board of Directors provided effective 
direction to the Corporation through 
their diversity of backgrounds and 
regional perspectives. We especially 
thank Paul Tellier for more than five 
years of distinguished service on the 
Board while he was deputy minister of 
the Department of Indian and Northern 
Affairs and the Department of Energy, 
Mines and Resources. Mr. Tellier 
resigned from the Board during 1985 
following his appointment as Clerk of 
the Privy Council. 

Finally, we recognize that the loy- 
alty of Canadians remains fundamental 
to our success. The people of Canada 
have shown they appreciate our Canad- 
ian presence in the marketplace. They 
have welcomed the opportunity to sup- 
port Petro-Canada as a vehicle for the 
development of the nation’s energy. 
Throughout our ten years, we have 
appreciated and drawn strength from 
this support. 


Vito 


W. H. Hopper 
Chairman of the Board 
and Chief Executive Officer 


March 31, 1986 


Ten Decisive Years 


In just ten years, Petro-Canada has 
grown from three employees working 
out of a Calgary hotel room into one of 
Canada’s most significant corporations, 
playing a major role in every aspect of 
the oil and gas industry. Key decisions 
at critical points along the way enabled 
Petro-Canada to reach the leading posi- 
tion it holds today. 


Profitable Western Canadian 
Operations Developed 


Petro-Canada’s early priorities were in 
offshore and Arctic exploration and in 
the oil sands. But success in those long- 
term ventures required the cash flow 
and operating experience that would 
come from a solid base of exploration 
and production operations in Western 
Canada. To this end, the Corporation 
purchased Atlantic Richfield Canada 
Ltd. in 1976, Pacific Petroleums Ltd. in 
1979, and Petrofina Canada Ine. in 1981. 
From this base of assets and expertise, 
Petro-Canada conducted aggressive 
exploration and development programs 
and built up a strong and sustainable 
source of cash flow. 


Frontier Exploration Emphasized 


Petro-Canada’s initial orientation arose 
from national concerns raised by the 
energy crises of the 1970s. Canadians 
needed the security of new sources of 
energy. At that time, exploration in 
Canada’s frontiers — the Arctic and 
offshore regions — had met with little 
success, and industry activity was 
declining. Petro-Canada quickened the 
pace of frontier work by investing ina 
number of important exploration pro- 
grams. To establish a Canadian capabil- 
ity in the offshore, Petro-Canada became 
the operator of a drilling program off 
Labrador, and then began its own opera- 
tions off Nova Scotia and Newfoundland. 
The Corporation’s efforts to accelerate 
exploration led to discoveries such as 
Terra Nova, Hibernia and Venture. 


Strong Oil Sands Position Achieved 


Providing new energy supplies for Can- 
adians meant further development of 
another large energy source: the oil 
sands of Western Canada. Petro-Canada 
gained its 17 per cent interest in the 
Syncrude oil sands project by assuming 
control of the Federal Government’s 


share in 1976 and later acquiring an 
additional five per cent through the pur- 
chase of Petrofina. The Corporation also 
developed a strong land position 
through the Atlantic Richfield, Pacific 
and Petrofina acquisitions. Since then, 
Petro-Canada has been an active player 
in mineable and in situ oil sands devel- 
opment. 


A Canadian Identity Established 

in Marketing 
Petro-Canada’s early acquisitions gave it 
an entry into refining and marketing. 
Capitalizing on the opportunity this pro- 
vided, Petro-Canada reidentified its ser- 
vice stations with a distinctive maple 
leaf logo, and emphasized in its commu- 
nications a uniquely Canadian position 
and orientation. The public responded 
enthusiastically and sales of petroleum 
products rose. With the acquisitions of 
portions of BP Canada Inc. in 1983 and 
Gulf Canada Limited in 1985, the Corpo- 
ration created a nation-wide network 
that can fully serve customers in every 
region. Petro-Canada’s Canadian iden- 
tity continues to be a strong element of 
the Corporation’s success in refining 
and marketing. 


Dealers and Agents Supported as 
Independent Business People 


The Corporation realized customer ser- 
vice was essential for long-term busi- 
ness success in marketing refined 
products, and resolved to support its 
dealers and agents as independent busi- 
ness people with strong links to the 
local community. Putting dealers’ 
names on outlets symbolized this com- 
mitment, while company programs 


encouraged dealer involvement with 


community activities. Many company- 
owned outlets were sold or leased to 
local operators. These actions have 
gained for Petro-Canada a sound reputa- 
tion for customer service. 


Organization Streamlined for 
Efficiency and Effectiveness 


In the early 1980s, the first signs of a 
more difficult business environment for 
the oil and gas industry began to appear. 
Petro-Canada responded to these early 
signals by initiating a thorough reorga- 
nization and streamlining according to 
rigorous business objectives. The result 
was amore tightly structured organiza- 
tion that managed its business effi- 
ciently and effectively. In late 1984, an 
appraisal of Petro-Canada by a national 


Petro-Canada’s Internally Generated Cash 


Has Grown Dramatically 
Millions of dollars 

1000 
“B00 
“600 


400 


“200 


ae 
) Ge Wi Us IY Ge 


investment house described the Corpo- 
ration as playing a significant role in the 
industry while being leanly staffed rela- 
tive to its integrated competitors. 


Commercial Results Emphasized 


The Corporation’s early mandate led it 
to undertake frontier exploration and 
other activities in the national interest. 
By 1984, a substantial inventory of 
frontier reserves had been completed. 
Changes in the business environment 
made it clear to Petro-Canada and its 
shareholder that it was time to take a 
sharper commercial focus, by placing 
more weight on bottom-line results and 
moving from extensive exploration 
towards the development of economi- 
cally viable resources. The new Federal 
Government, elected in September 
1984, also indicated that Petro-Canada 
was to operate in a private-sector fash- 
ion. With a significant presence in all 
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key aspects of the industry, Petro- 
Canada is advancing in a careful man- 
ner, evaluating opportunities on a 
commercial basis and adapting effec- 
tively to changing market conditions. 
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Petro-Canada Highlights 


Petro-Canada’s financial results for 1985 
reflect internally generated cash of 
$906 million and earnings before 
unusual items and dividends of $174 
million. These results are somewhat 
below the record levels achieved in 
1984, largely because of lower prices 
resulting from the highly competitive 
market conditions which prevailed 
during 1985. 


Write-downs Reflect 

Commercial Focus 

Petro-Canada’s earnings for 1985 were 
reduced by $865 million after income 
taxes in unusual charges, consisting 
mainly of write-offs of the book values 
of certain frontier assets. This step fol- 
lowed a reassessment of all business 
investments, taking into account the 
decline in world oil prices and the Cor- 
poration’s commercial orientation. 

In recent years, the focus of Petro- 
Canada’s activity in the frontiers has 
changed. As part of the Corporation’s 
early responsibility, investments were 
directed towards establishing an inven- 
tory of Canada’s frontier resources and 
determining the likely costs associated 
with their development. Successes in 
this earlier work, together with reduced 
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energy demand and declining world oil 
prices, give Canadians a reasonable 
assessment of the extent of the coun- 
try’s hydrocarbon reserves, and an 
indication of which reserves can be 
developed economically. Petro-Canadais — 
now concentrating on bringing to com- 
mercial development those projects that 
promise returns in the short to medium 
term. The Corporation has therefore 
written off certain properties in frontier 
areas that are not commercially viable 
under existing conditions. In addition, 

it has provided for anticipated losses on 
contracted offshore drilling vessels and 
ancillary equipment. 

While the attractiveness of frontier 
areas is limited at present, many discov- 
eries hold development potential in the 
long term. Canadians now have the 
security that comes with significantly 
increased knowledge of the country’s 
energy reserves. Resources that could 
be developed in the future include addi- 
tional oil sands deposits in Western 
Canada, as well as oil and gas reservoirs 
in the Mackenzie River Valley and Delta, 
the Beaufort Sea, the Arctic Islands and 
in offshore Labrador, Newfoundland and 
Nova Scotia. Petro-Canada will continue 
to be a significant player in Canada’s 
frontiers, evaluating the economic and 
technical viability of discovered 
reserves and pursuing commercial 
opportunities as they arise. 


Petro-Canada has been active 
and successful in exploration 
off Canada’s East Coast. 


Petro-Canada has expanded its 
range and quality of services 
for customers. Innovative 
cloth brushes are being tested 
in some car washes. 


Gulf Acquisition Most Significant 
Investment of the Year 

The most significant investment of 
1985 was Petro-Canada’s acquisition of 
the downstream portions of Gulf Canada 
Limited located in Ontario, Western 
Canada, the Yukon and the Northwest 
Territories. Under the agreement 
concluded on September 30, 1985, 
Petro-Canada purchased refining, 
transportation and marketing assets 
and working capital for $611 million. 
Both internal resources and conven- 
tional borrowing were used to provide 
the funding. As part of the agreement, 
Petro-Canada will acquire, by early 1986, 
the Gulf refinery in Edmonton for a 
further $275 million. 

These additional refining and mar- 
keting facilities complement Petro- 
Canada’s existing operations and 
improve Petro-Canada’s competitive 
position across the country, particularly 
in the West. As a major force in the 
refined products business, Petro-Canada 
can gain efficiencies and provide cus- 
tomers with a comprehensive offering 
of quality services. When considered in 
conjunction with Petro-Canada’s explo- 
ration and production operations, this 
new strength in refining and marketing 


gives the Corporation an excellent over- 
all position. In the uncertain business 
environment that is expected to con- 
tinue, Petro-Canada can pursue opportu- 
nities equally well in both industry 
sectors. 


Organizationally Sound 

Throughout 1985, management’s strate- 
gies regarding business and financial 
positioning were accompanied by care- 
ful attention to employee development, 
organizational effectiveness and 
employee safety. 

In addition to ongoing employee 
development planning, a process for 
executive development was established. 
A special committee oversees succes- 
sion planning among high-potential 
managers and senior executives. 

Organizational realignments fol- 
lowed evaluation of the effectiveness 
with which each division operates. In 
the Products division, the core func- 
tions such as control, planning and 
engineering were strengthened to 
ensure more effective operation of the 
three financially accountable regional 
units. Within this context, and to 
improve executive communications, it 
was decided to transfer some 250 senior 
positions from Toronto to Calgary dur- 
ing 1986. In the Resources division, 
organizational changes were made to 
respond to emerging trends in the busi- 
ness and provide better opportunities 


for the professional growth and develop- 
ment of employees. 


With respect to employee safety, the 


Corporation participates in the Interna- 
tional Safety Rating System. An excel- 
lent record was achieved in 1985 asa 
result of this structured approach to 
setting safety standards and auditing 
performance. 


Involved in the Community 
Petro-Canada remains strongly commit- 
ted to ensuring that its business activi- 
ties benefit Canada and Canadians, 
particularly in regions where the Corpo- 
ration has a strong operational pres- 
ence. The expansion of employment 
and business opportunities for Canad- 
ians is a consideration in all of the 
Corporation’s investment decisions. 

In 1985, the Corporation’s explo- 
ration program in the Mackenzie Valley 
generated significant opportunities for 
Northerners. Local residents comprised 
over half of drilling and seismic crews, 
and more than 60 northern businesses 
provided a variety of goods and services 
to the program — including camp 
rentals, land clearing, transportation, 
parts, repair and maintenance services, 
and heavy equipment rentals. 

Petro-Canada’s frontier exploration 
work has resulted in significant oppor- 


tunities for regional firms which supply, 


on a competitive basis, exploration- 
related goods and materials. In addition, 
Dalhousie and Memorial Universities in 
Atlantic Canada were given funds to 
establish two new research and educa- 
tion programs in offshore sciences. 
Other educational institutions were 
assisted in providing Canadians with 
training in the highly skilled trades 
associated with the offshore. 

During the year, Petro-Canada’s 
many sponsorships and donations con- 
tinued to play a role in communities 
across the country where the Corpora- 
tion and its employees are active. Once 
again, Petro-Canada’s involvement in 


the United Way/Centraide campaign was 


outstanding. Employee contributions 
along with a matching corporate grant 
constituted the largest single donation 
ever received by the United Way in 
Calgary. Youth-related activities — which 
regularly include sponsorship of soccer 
and baseball teams by dealers — received 
special attention in connection with the 
International Youth Year. The Ronald 


McDonald House fund and the Bluenose II 


Foundation were among the causes 
supported by Petro-Canada’s customers 
through innovative retail promotions. 


Women’s car care clinics are 
one of the ways in which 
dealers get involved in the 
community. 


Record Achieved in 
Gross Production of 
Crude Oil and Natural 
Gas Liquids * 
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* excludes natural gas liquids 
from straddle plants 


Gross Production 
of Natural Gas 
Reached Record Level 
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Production Summary* 


Year ended December 31, 1985 Natural Gas 
Oil Liquids Natural Gas 

(thousands of (thousands of (millions of 
cubic metres) cubic metres) cubic metres) 
Alberta 4 44] 1546 2810 
Conventional 3179 609 2810 
Syncrude 1 268 - - 

Empress - 937 = 
British Columbia 228 45 1 404 
Conventional 228 31 1 404 
Taylor - 14 - 
Saskatchewan 236 - 10 
Manitoba 3 - ~ 
Total Canada 4913 1591 4224 
International 134 - - 
Total 5 047 1591 4224 


* Corporation's share before royalties 


Resources Division Highlights 


Nineteen eighty-five was a successful 
year for Petro-Canada’s Resources divi- 
sion. Good operating results were 
achieved by diversifying sources of cash 
flow, rapidly bringing new facilities on 
stream in Western Canada, and moving 
forward with longer-term projects in a 
steady but prudent manner. Consistent 
with the Corporation's overall strategy, 
these activities continued the division’s 
thrust towards positioning for sustained 
profitability. 

The strong operating results were 
particularly significant given the chang- 
ing business conditions the industry 
faced during the year. Oil prices were 
soft and unpredictable, making many 
companies reluctant to proceed with 
long-term projects. Pipeline capacity 
constraints led to shut-in oil produc- 
tion, while export prices for natural gas 
declined substantially. On the positive 
side, the Western and Atlantic Accords, 
the deregulation of domestic crude oil 
after June 1, the easing of controls on 
natural gas marketing, and new incen- 
tive systems in the producing provinces 
contributed by year-end to a more 
favourable climate for the industry. 


10 


Petro-Canada’s Most Active Year in 
Western Canada 

Petro-Canada’s Western Canada opera- 
tions provide a strong and diversified 
base for the Resources division’s busi- 
ness. In 1985, Petro-Canada continued 
to focus on the most prospective areas, 
emphasizing early cash generation and 
operating efficiencies. 

Petro-Canada participated in the 
drilling of 166 exploratory wells, yield- 
ing 52 oil wells, 51 gas wells, and 63 dry 
and abandoned wells. This strong suc- 
cess rate of 62 per cent, up from last 
year, was achieved well within competi- 
tive finding costs. Out of 565 develop- 
ment wells, 518 were successful oil or 
gas wells, giving a success rate of 92 per 
cent. Significant additions to oil 
reserves include those made at 
Prairiedale, Salt Lake and Hoosier South 
in western Saskatchewan and in the 
Rainbow area of northwestern Alberta. 
Gas discoveries were made in British 
Columbia and Alberta, with major finds 
at the Peco, Pembina and West Pembina 
areas west of Edmonton. In addition, 
Petro-Canada continued to strengthen 
its asset base with strategic land 
acquisitions. 

Both total liquids production and 
natural gas production reached record 
levels in 1985. Particularly noteworthy 
were the strong increases in the produc- 
tion of natural gas, natural gas liquids 
and synthetic crude oil. 
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At Bellshill Lake, one of 
Petro-Canada’s major oil fields, 
production volumes were 
improved by drilling 49 new 
wells. 
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Western Canada Activities 
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The new Brazeau River sour 


gas plant produces valuable 
condensate, liquefied 
petroleum gases and sulphur. 


Petro-Canada continues to update 


the technology which it uses to support 
its operations. In 1985, the research and 
development functions were integrated 
into the exploration and production 
groups. This move facilitates direct 
application of research results and 
improved technology, allowing better 
analysis of opportunities and greater 
efficiencies in operations. 


New Projects Strengthen Western 
Canadian Operations 

A sour gas plant, a natural gas liquids 
extraction plant and three oil field 
development schemes were significant 
among the investments made during 
the year. 

The Brazeau River sour gas plant, 
located 160 kilometres southwest of 
Edmonton, commenced operations in 
late summer. Operated and 42.5 per cent 
owned by Petro-Canada, the facility pro- 
cesses about 700 000 cubic metres a day 
of gas to extract over 800 cubic metres 
a day of condensate and liquefied 
petroleum gases, plus 80 tonnes a day of 
sulphur. Residue gas is reinjected into 
the formation to maintain pressure 
and enhance production of the high- 
value liquids. The plant incorporates 


advanced computerized control systems 
to maximize efficiency and profitability, 
as well as reduce emissions. 

Petro-Canada is a 50 per cent owner 
of a natural gas liquids plant which was 
commissioned late in 1985 at Taylor, in 
northeastern British Columbia. The 
plant straddles the pipeline leading 
from Taylor to Vancouver, extracting up 
to 1080 cubic metres a day of propane, 
butanes and pentanes plus. 

Elsewhere, efforts were made in 
1985 to push ahead with development of 
promising discoveries. At Valhalla, 60 
kilometres northwest of Grande Prairie, 
Alberta, Petro-Canada initiated a water- 
flood enhanced recovery program for 
the oil field it discovered in 1981. This 
project has boosted proven reserves of 
high-quality light crude oil from 1.2 mil- 
lion to 4.8 million cubic metres. 

Development proceeded swiftly at 
Salt Lake, Saskatchewan, following 
Petro-Canada’s discovery well in Sep- 
tember, 1984. Five oil wells were on 
stream by the end of 1984. At year-end 
1985, 46 wells were producing 340 cubic 
metres a day of heavy oil. 

At Bellshill Lake, in east-central 
Alberta, a program to optimize oil pro- 
duction was completed. Forty-nine new 
wells were drilled, accelerating the rate 
of oil production in one of Petro- 
Canada’s major oil fields. 
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Oil Sands Important Now and for 
the Future 
Petro-Canada’s oil sands interests are 
currently making appreciable contribu- 
tions to the Corporation’s business. In 
1985, Petro-Canada registered its first 
commercial production from in situ oil 
sands, produced with other companies 
record volumes of synthetic crude oil 
from the Syncrude plant, and continued 
to study possibilities for major additions 
to its oil sands mining capability. 
Commercial production began in 
April 1985 at the Wolf Lake in situ oil 
sands project in northeastern Alberta. 
This partner-operated project, in which 
Petro-Canada has a 50 per cent interest, 
uses steam injection technology to 
recover approximately 1100 cubic 
metres per day of bitumen. Over 100 
permanent jobs have been created by 
Phase I of the project. Over the long 
term, the Wolf Lake project could be 
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The synthetic crude oil pro- 
duced by the Syncrude project 
generates strong cash flow for 


Petro-Canada. The project is 
also an industrial customer for 
Petro-Canada’s lubricants and 
light oils. 


| Land Summary 


~ As at December 31, 1985 Gross Net 
(thousands of hectares) 

_ Non-Frontier Areas 

- British Columbia 1 362 692 
"Alberta 3 653 1623 
_ Saskatchewan 192 124 
_ Manitoba 149 76 
Ontario 31 16 
_ Frontiers 

NWT. 5 790 5 240 
| Beaufort Sea 3 163 456 
Hudson Bay 429 53 
- Arctic Istands** 6 845 964 
- East Coast Offshore 14631 7416 
_ West Coast Offshore 2 358 2 358 
"International 3 407 1 108 
_Total*** 42 000 20115 


* includes oil sands leases 
* excludes land held by Panarctic Oils Ltd. 
* excludes coal leases 


expanded in phases to meet future 
energy demands. 


The Syncrude oil sands mining pro- 
ject achieved record production in 1985. 


_ The plant, 17 per cent owned by Petro- 
Canada, is located near Fort McMurray, 
Alberta. Petro-Canada’s production 
share of fully upgraded synthetic crude 
totalled 1.27 million cubic metres, 15 
per cent over the previous record estab- 
lished in 1983. Work proceeded in 1985 
on expanding plant capacity to 22 000 
cubic metres a day. This Capacity Addi- 
- tion Project will cost an estimated $720 
million, of which Petro-Canada’s share 
is about $122 million. 

During 1985, Petro-Canada contin- 
ued to study the feasibility of an oil 
sands mining project to be located on 
the Daphne oil sands leases some 
65 kilometres north of Fort McMurray, 
Alberta. 


Tangible Progress in the Frontiers 

In 1985, a successful program focussing 
on the most prospective frontier areas 
resulted in several substantial finds. 
This increased the Corporation’s poten- 
tial reserves and clarified which oppor- 
tunities will be the most attractive for 
development. 


Proven Reserves Summary 


As at December 31, 1985 Oil Natural Gas Liquids Natural Gas 

Before After Before After Before After 

Royalties Royalties Royalties Royalties Royalties Royalties 

(thousands of cubic metres) (thousands of cubic metres) (millions of cubic metres) 

British Columbia 2 890 2 244 831 672 31 423 28 103 

Albertat 39 991 29 995 6 614 4821 66 980 49 392 

Saskatchewan 2 463 1997 - - 419 367 

Total Canada 45 344 34 236 7 445 § 493 98 822 7] 862 

International 478 478 - - = = 

Total excl. Synthetic 45 822 34714 7 445 5 493 98 822 77 862 
Synthetic Crudett 39 102 
Total 84 924 


+ conventional and in situ oil sands 


+t in view of the subjectivity associated with the determination of royalties for production from the Syncrude project, 
the Corporation has not presented its synthetic crude oil reserves net of royalties 


Most important for the Corporation 
was the Terra Nova K-07 well, a step-out 
to Petro-Canada’s 1984 oil discovery off 
the coast of Newfoundland, and 75 per 
cent owned by Petro-Canada. With 
cumulative flow rates of 1 273 cubic 
metres a day, it improved the Corpora- 
tion’s confidence that the field contains 
substantial reserves capable of being 
developed. At year-end, an additional 
delineation well was being drilled at 
Terra Nova I-97. 

The Ben Nevis discoveries, adjacent 
to Terra Nova, were also substantial. 
Petro-Canada holds a 37.5 per cent inter- 
est in West Ben Nevis B75 and a 25 per 
cent interest in North Ben Nevis P-93. 

The Corporation is a 25 per cent 
participant in the largest East Coast dis- 
covery to date, at Hibernia off New- 
foundland. During 1985, the Hibernia 
project’s Development Plan and Envi- 
ronmental Impact Statement were filed 
with the Federal and Newfoundland 
Governments. The plan will require an 
investment of $4 billion before project 
start-up in the early 1990s, and will 
include a concrete gravity base structure 
that will support production facilities. 
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On the Scotian Shelf, Alma K-85 
and Thebaud I-93 were successful delin- 
eations of earlier gas discoveries. An 
additional well, North Triumph G-43, 
was drilling at year-end and subse- 
quently was tested as a successful gas 
discovery. This exploration is directed 
towards increasing reserves adjacent to 
Sable Island, where three natural gas 
fields may be developed in connection 
with the Venture project when economic 
conditions permit. Applications to 
export gas to northeastern United States 
markets were filed with regulatory author- 
ities during the year. 

In Northern Canada, Petro-Canada 
participated through a subsidiary in the 
Bent Horn project, which resulted in 
the first shipment of hydrocarbons 
from the Arctic Islands to southern 
markets. 

In the Western Arctic, promising 
exploration is continuing in the 
Mackenzie Valley and Delta. In the 
Mackenzie Valley, Petro-Canada drilled 


an important gas discovery at Tweed 


Lake M-47. A follow-up drilling program 
is planned for early 1986. 

On the Tuktoyaktuk Peninsula, 
Petro-Canada participated in a signifi- 
cant new oil discovery at Tuk J-29. To 
assess the extent and quality of the 
reserves, a number of delineation wells 
were under way at year-end, and more 
are planned for early 1986. 


Building an International Position 
Petro-Canada’s primary thrust is to find 
and develop energy resources in 
Canada. At the same time, however, it is 
involved in a number of prospective 
international areas, with possibilities 
for early cash generation and return on 
investment. This strategy provides 
opportunities for profit and new sources 
of supply for Canada, while keeping 
Petro-Canada in touch with the latest 
technology, especially for offshore 
exploration. This international pres- 
ence gives Petro-Canada greater flexibil- 
ity in responding to changing 
conditions. 


Explorationists use computer- 
ized interactive work stations 
to interpret complex three- 
dimensional seismic data. High- 
quality exploration prospects 
can now be identified in a 
matter of days. 


In 1985, the Corporation main- 
tained its involvement in a drilling 
program off China, though with disap- 
pointing results. Petro-Canada also 
acquired attractive landholdings in 
Colombia and Indonesia, and became 
the operator of a promising block off 
Papua New Guinea, where a seismic pro- 
gram will be carried out in 1986. 

The Corporation’s interest in the 
Casablanca oil field off the coast of Spain 
continued to be profitable. Two new 
wells were brought on stream in 1985. 

Petro-Canada also provides exper- 
tise and technological services on a 
cost recovery basis for Petro-Canada 
International Assistance Corporation 
(PCIAC). A financially independent sub- 
sidiary of Petro-Canada with its own 
board of directors, PcIAC is funded by the 
Government of Canada as a vehicle for 
foreign aid. During 1985, pctac carried 
out a number of exploration and devel- 
opment programs in developing coun- 
tries. Such efforts earn goodwill for 
Canada, give a higher international 
profile to Canadian energy expertise, 
and provide significant business oppor- 
tunities for the Canadian oil and gas 
community. 
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Industry Sales of Oil Products 


Have Dropped 
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Products Division Highlights 


During 1985, Petro-Canada adjusted its 
operations to meet the challenges of a 
difficult business environment. How- 
ever, financial results for the year were 
still not strong. 

During the early 1980s, Canadian 
demand for petroleum products 
dropped significantly. Over the last two 
years, this downward trend has levelled 
out. Nevertheless, current demand 
remains approximately 25 per cent 
below 1979 levels. The refining and mar- 
keting business continues to be charac- 
terized by low refinery and service 
station utilization, high costs, and facil- 
ity closures. Surplus capacity has inten- 
sified competition and weakened prices, 
with companies relying heavily on 
advertising and promotions to hold 
market share. This situation produced 
unsatisfactory earnings for the entire 
industry, including Petro-Canada. 

For the balance of the decade, 
demand for refined products is gener- 
ally expected to remain near current 
levels. Modest growth for some products 
will be offset by declines in petroleum 
use for heating; heavy fuel and heating 
oils both face competition from natural 
gas and electricity. Demand for gasoline 
is anticipated to remain stable, while 
diesel and jet fuel demand, which is 
closely tied to the state of the economy, 
is forecast to rise. 
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After June 1, 1985, the deregulation 
of crude oil pricing and markets pro- 
vided the industry with new opportuni- 
ties. Refiners are now better able to 
reduce costs through access to a wider 
variety of domestic and foreign crude 
oils and unfinished and finished 
products. 

Through 1985, Petro-Canada has 
responded to the changing business 
environment by gaining a more diversi- 
fied and balanced presence in the busi- 
ness, enhancing retail service to gain 
customer loyalty, and applying tech- 
nology to reduce costs and capture 
opportunities. 


The Gulf Acquisition Brings Strength, 
Balance and New Opportunities 

The acquisition of portions of Gulf 
Canada Limited on September 30, 1985 
added both strength and balance to 
Petro-Canada’s existing refining, trans- 
portation and marketing assets. This 
move improves Petro-Canada’s ability to 


Customers benefit from 
product development and 
testing at the Sheridan Park, 
Ontario, research centre. 
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serve its customers and gives Canadians 
better access to the Corporation’s 
services. 

In Western Canada, Petro-Canada 
began the year with a small distribution 
network and a limited presence in 
many markets. Now, an excellent net- 
work of bulk plants, farm centres and 
service stations gives Petro-Canada a 
leading market share and effective 
access to the total western market. The 
i asphalt plant in Moose Jaw, Saskatche- 
wan, several pipeline interests, and the 
balance of the ownership in the Port 
Moody, British Columbia, refinery 
increase the Corporation’s processing 
and transportation capabilities. By early 
1986, Petro-Canada will also acquire the 
Edmonton refinery, one of Canada’s 
most efficient and sophisticated 
facilities. 

In Ontario, new service stations in 
the north, along major highways and in 
certain urban areas, give the Corpora- 
tion a comprehensive distribution 
network. In addition, Petro-Canada 
acquired a lubricants manufacturing 
capability and a major research centre. 

Besides providing nation-wide bal- 
ance, the acquisition added breadth to 
Petro-Canada’s product line and the 
types of services offered to consumers. 
Petro-Canada now manufactures, mar- 
kets and provides technical support for 
a full range of products, benefitting cus- 
tomers in all market segments. At the 


retail level, the wider service offering 
includes quick lube facilities and more 
car washes and convenience stores. 


Petro-Canada Starts at the Customer 
In its short history, Petro-Canada’s 
Canadian identity and its initiative in 
the marketplace have attracted strong 
public support. Petro-Canada recognizes 
that business success rests on contin- 
ued customer loyalty, which can be 
earned only by providing top quality 
service. 

Petro-Canada has reinforced its 
commitment to customer satisfaction 
by developing a strong customer service 
focus throughout the organization. A 
key management priority in both the 
head office and the regions, this cus- 
tomer-focussed strategy emphasizes to 
employees, dealers and associates the 
vital importance of the customer to the 
Corporation’s overall commercial 
success. 

Through 1985, specific market 
research programs were initiated to 
ensure customers’ needs are taken into 
account in business decisions and high 
retail standards are maintained. To 
demonstrate commitment to the cus- 
tomer, Petro-Canada emphasized such 
programs as dealer and agent training, 
and community involvement. 
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An automated warehouse for 
packaged oil products provides 
an efficient link between man- 
ufacturing and retail sales. 


Petro-Canada now tests, 
manufactures and markets a 
full range of lubricants of the 
finest quality. 


Expanded Lubricants Business 
Enhances Service Offering 
Petro-Canada’s ability to serve Canadi- 
ans now has a new dimension. With the 
Gulf acquisition, Petro-Canada has 
become a major producer of high quality 
lubricants. These hydrogen-treated 
lubricants are known for their excep- 
tional purity and long-life, high-perfor- 
mance characteristics. The unique 
qualities of these products mean that 
Petro-Canada can effectively compete in 
every major retail and industrial mar- 
ket segment for general and specialty 
lubricants. 
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Technology Applied to Reduce Costs 
and Gain Opportunities 

Petro-Canada is using the latest tools 
and innovative procedures to bring its 
refineries up to the standards that will 
meet the demands of the marketplace in 
the late 1980s and the 1990s. 

At the Montreal refinery, a new 
catalytic cracker began operations in 
November, 1985. This new unit uses 
modern technology to manufacture 
gasoline more efficiently than the older 
unit it replaced. With other projects 
completed during 1985, the refinery 
now operates more efficiently and reli- 
ably, with improved environmental 
impact. 

Construction of the CANMET demon- 
stration plant at the Montreal refinery 
was completed and testing began in late 
1985. When fully operational, the plant 
will convert fuel oil into gasoline and 
distillates. 

Engineering studies in 1985 
focussed on increasing refinery effi- 
ciency through computer control appli- 
cations and further opportunities for 


energy conservation and yield improve- 
ments. 

Efficiencies in distribution and 
sales are being achieved both through 
the development of improved computer 
systems for inventory management and 
financial control, and through the inte- 
gration of business systems. These 
improvements will be particularly 
advantageous as the industry faces an 
increasingly competitive market, where 
timeliness, operating effectiveness 
and cost efficiency will be of primary 
importance. 


Petro-Canada is Positioned for Success 
During 1985, the key elements of Petro- 
Canada’s response to the changing busi- 
ness environment were the acquisition 
of the Gulf assets, continued customer 
focus, and investments to improve the 
efficiency and reliability of the Montreal 
refinery. In addition, the Corporation is 
managing opportunities associated with 
the deregulation of crude oil pricing and 
markets. 

Further integration of the acquired 
Gulf assets can be expected to result in 
new efficiencies during 1986. Witha 
broader and more balanced national 
presence, Petro-Canada has become a 
more effective competitor in the refin- 
ing and marketing business. 
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A new catalytic cracker allows 
the Montreal refinery to operate 


more efficiently. 


Financial Review 


The Corporation achieved substantial 
earnings from operations and cash flow 
results for 1985, although both were below 
those for 1984. Production of conven- 
tional crude oil was marginally below 
that of 1984 due to pipeline constraints. 
However, production of synthetic crude, 
natural gas and natural gas liquids all 
reached new record levels. Profitability 
in the refining and marketing segment 
was severely constrained due to continuing 
refining overcapacity and highly com- 
petitive conditions in the marketplace. 

Effective September 30, 1985, the 
Corporation acquired the refining, 
transportation and marketing assets of 
Gulf Canada Limited located west of the 
Province of Quebec. In comparing the 
1985 results with 1984, it should be 
noted that the 1985 results include 
those of the former Gulf operations for 
the last quarter of the year. 


In light of the continuing decline in 
world oil prices and the prospect of 
lower than anticipated future prices, the 
Corporation determined that it was 
appropriate to write down its assets, 
mainly those associated with explo- 
ration in certain frontier regions of 
Canada. While the regions written off 
contain very substantial reserves of oil 
and gas, the Corporation believes that 
the current and anticipated energy 
environment is such that significant 
commercial production is unlikely 
within a reasonable economic time 
frame. These frontier exploration items, 
together with a provision for anticipated 
losses on contracted offshore drilling 
facilities, have been charged to earnings 
and are included in the figure of $865 
million captioned “unusual items” in 
the consolidated statement of earnings. 
This figure, which is stated net of appli- 
cable income taxes, contains other 
unusual charges, including costs for- 
merly deferred for Arctic pipeline feasi- 
bility studies, and process development 
costs. Details of the unusual items are 
contained in note 13 to the consolidated 
financial statements. Since the Corpora- 
tion was amortizing most of its frontier 
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costs over varying periods, the write- 
down will result in slightly increased 
earnings in future years. It should be 
noted that, while the charge for unusual 
items reduced the Corporation’s net 
earnings for 1985, it had no effect on 
cash flow. 

During 1985, the Corporation 
changed its method of accounting for 
investment tax credits in accordance 
with recommendations issued by the 
Canadian Institute of Chartered Accoun- 
tants. Investment tax credits, previ- 
ously recognized as a reduction of the 
tax provision, are now applied against 
the cost of the appropriate assets. This 
change has been applied retroactively 
and prior years’ financial statements 
restated. 


Cash Flow 

Internally generated cash of $906 mil- 
lion, while substantial, was down from 
the previous year’s record of $968 mil- 
lion due in part to lower contributions 
from the refining and marketing seg- 
ment, together with higher financing 
costs associated with the acquisition of 
the Gulf assets. 

After deducting preferred share div- 
idends, cash available for reinvestment, 
debt retirement and dividends on com- 
mon shares was $828 million, down by 
$40 million or five per cent from 1984. 


The Corporation made a common share 

dividend payment of $50 million to the 

Government of Canada during 1985. 
The Corporation continues to 


- emphasize cash flow as the principal 


measure of financial strength and abil- 
ity to survive and grow in today’s uncer- 
tain business environment. While 
investors have traditionally focussed on 
earnings, it is cash flow — simply the 
difference between cash received from 
the sale of the Corporation’s natural 
resources and refined products, and the 
cash laid out to generate that revenue — 
that funds the ongoing operations and 
expansion of the Corporation’s various 
businesses. Cash flow is a more objective 
measure of financial performance than 
earnings. The non-cash charges for 
depletion, depreciation and amortiza- 
tion which are applied against cash flow 
in arriving at earnings reflect the cost of 
assets to the Corporation. These non- 
cash charges are high because the Cor- 
poration grew mainly by acquisition 
during the high-price environment of 
the last ten years, rather than by inter- 
nal growth over many decades. Since 
the excess of the cost of acquired compa- 
nies over the net book value of those 
companies is generally not deductible 


Internally Generated Cash 
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Debt Retirement and Divi- 
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for income tax purposes, the adverse 


effect on earnings of growth by acquisi- 
tion is particularly significant. 


Earnings 

Earnings before income taxes, unusual 
items and preferred share dividends 
were $512 million, down by $100 mil- 
lion or 16 per cent from 1984. A provi- 
sion of $341 million was made for 
income taxes of which $296 million was 
deferred and $45 million is currently 
payable. It will be noted that the effec- 
tive income tax rate on pretax earnings 
is high — 66 per cent — compared to the 
combined federal and provincial 
income tax rate of approximately 48 per 
cent. This is because in arriving at tax- 
able income, oil and gas producers are 
not permitted to deduct royalty pay- 
ments and Petroleum and Gas Revenue 
Tax. In addition to this, in the case of the 
Corporation, the effective income tax 
rate is increased significantly due to the 
non-deductibility of the excess of the 
cost of acquired companies over their 
net book value, referred to previously. 
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Earnings before income taxes, unusual items 
and preferred share dividends 


Earnings before unusual items 
and preferred share dividends 


Earnings before unusual items and pre- 
ferred share dividends were $174 mil- 
lion, a decrease of $58 million or 25 per 
cent from 1984. 

Earnings were reduced by $865 mil- 
lion as a result of the charge for unusual 
items. As previously indicated, while 
this accounting treatment reduced 
earnings it had no effect on the Corpora- 
tion’s cash flow for 1985. 

Dividends of $78 million were paid 
on the Corporation’s redeemable pre- 
ferred shares, compared with $100 mil- 
lion in 1984. The reduced dividends 
result from share redemptions and 
lower dividend rates in 1985. 
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“Excludes assets acquired 
from Gulf Canada Limited 


Capital Expenditures 


Excluding acquisition of the Gulf assets, 


capital expenditures on property, plant 


and equipment, net of Petroleum Incen- 


tive Program grants, were $711 million 
compared with $751 million in 1984. 
Capital expenditures on conven- 
tional oil and gas properties in Western 
Canada were $237 million, including 
$21 million for major programs at 
Brazeau River and Bellshill Lake. The 
Corporation’s share of expenditures on 
the Syncrude oil sands mining plant 
and the Wolf Lake in situ oil sands 
project were $59 million and $13 mil- 
lion respectively. In addition, $23 mil- 
lion was expended for the construction 
of a natural gas liquids extraction plant 
at Taylor, British Columbia. Expendi- 
tures in the Canadian frontier areas, 
mainly in the Grand Banks, Scotian 
Shelf and Mackenzie/Beaufort regions, 


totalled $147 million. Downstream capi- 


tal expenditures were $156 million, 
including $45 million for the new cata- 
lytic cracker at the Montreal refinery. 

The refining and marketing assets 
of Gulf, including related working capi- 
tal, were acquired for a cash consider- 
ation of $611 million. In addition, the 
Corporation has agreed to purchase 
Gulf's Edmonton refinery for $275 mil- 
lion. This transaction will be completed 
early in 1986. 


Net Assets 
At December 31, 1985, the consolidated 
assets of the Corporation amounted to 
$8 846 million. These consisted of cur- 
rent assets of $2 460 million; invest- 
ments of $291 million; property, plant 
and equipment of $6 030 million and 
deferred charges of $65 million. 
Deductions from the consolidated 
assets for liabilities, deferred income 
taxes and preferred shares issued by a 
subsidiary resulted in net assets of 
$3 642 million. 


Petro-Canada 
Management’s Responsibility for 
the Financial Statements 


The financial statements have been prepared by management 

in accordance with generally accepted accounting principles 

appropriate in the circumstances. Management is responsible 

_ for the other information in the Annual Report, which is 

_ consistent, where applicable, with that contained in the 

_ financial statements. Management is also responsible for 

installing and maintaining a system of internal control to 
provide reasonable assurance that reliable financial informa- 
tion is produced. The Corporation has an internal audit 
department whose functions include reviewing the systems 

_ of internal control to ensure that they are adequate and 

_ functioning properly. 

| The Board of Directors is responsible for ensuring that 

_ management fulfills its responsibilities for financial reporting 

and internal control. The Board exercises its responsibilities 

_ through the Audit Committee of the Board, a majority of 

| which is composed of directors who are not employees of the 

| Corporation. 


Auditors’ Report 


To the Honourable Pat Carney, P.C., M.P. 
| Minister 

Energy, Mines and Resources Canada 
| House of Commons 
Ottawa, Canada 


We have examined the consolidated balance sheet of Petro- 
Canada as at December 31, 1985 and the consolidated 
_ statements of earnings, retained earnings and changes in 
_ financial position for the year then ended. Our examination 
' was made in accordance with generally accepted auditing 
standards, and accordingly included such tests and other 
procedures as we considered necessary in the circumstances. 
In our opinion, these consolidated financial statements 
present fairly the financial position of the Corporation as at 
December 31, 1985 and the results of its operations and the 
changes in its financial position for the year then ended in 
' accordance with generally accepted accounting principles 
' applied, after giving retroactive effect to the change in the 
method of accounting for investment tax credits as explained 
in Note 2 to the consolidated financial statements, on a basis 
consistent with that of the preceding year. 
We further report that, in our opinion, the transactions 
of the Corporation and its consolidated wholly-owned sub- 
sidiaries that have come to our notice in the course of our 


The Committee meets with management, the internal 
auditors and the external auditors to satisfy itself that 
responsibilities are properly discharged and to review the 
financial statements. 

The external auditors conduct an independent examina- 
tion, in accordance with generally accepted auditing stan- 
dards, and express their opinion on the financial statements. 
Their examination includes a review and evaluation of the 
Corporation's system of internal control and appropriate tests 
and procedures to provide reasonable assurance that the 
financial statements are presented fairly. The external audi- 
tors have full and free access to the Audit Committee of 
the Board. 


examination of the consolidated financial statements of 
Petro-Canada were, in all significant respects, in accordance 
with the Financial Administration Act and the regulations 
thereto, the charter and by-laws of the Corporation and its 
consolidated wholly-owned subsidiaries and any directives 
given to the Corporation. 


Vay Manweeh Wilehell * Co. 


Chartered Accountants 


ee eG 


Chartered Accountants 


Calgary, Alberta 
February 20, 1986 


25 


Petro-Canada 


Consolidated 
Balance Sheet 
As at December 31, 1985 


(stated in thousands of dollars) 


Assets 1985 1984 
Current Assets Ren 
Cash and short-term deposits - $ 32819 — 
Accounts receivable 1307 339 836 854 
Inventories (Note 4) 1109 451 845 715 
Income taxes recoverable 10413 23 036 
Deposits and prepaid expenses 33 157 21394 

2 460 360 1759818 — 
Investments (Note 5) 290 843 594 234 — 
Property, Plant and Equipment, net (Note 6) 6 030 165 6 513 940 
Deferred Charges (Note 7) 64 724 98 172 

$ 8846 092 $ 


Approved on behalf of the Board 


Director 


8966 164 — 


Liabilities and Shareholder’s Equity 1985 1984 
(Restated) 
Current Liabilities 

| Outstanding cheques less cash 22 344 $ = 

Short-term notes payable 531 539 - 
Accounts payable and accrued liabilities 1489 160 807 913 
Current portion of long-term debt 20 430 47 102 
2 063 473 855 015 

Long-Term Liabilities 197 516 - 
Long-Term Debt (Note 8) 269 131 109 947 
Advances on Future Natural Gas Deliveries 145 488 173 436 
| Minority Interest in Subsidiaries - 419 813 
: Deferred Income Taxes 1303 901 1617 372 
Redeemable Preferred Shares (Note 9) 1 224 217 1312 080 
Capital (Note 10) 4161072 4161 072 
Contributed Surplus = 62 461 
Retained Earnings (Deficit) (518 706) 254 968 
| 3 642 366 4478 501 
$ 8 846 092 $ 8966 164 
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Petro-Canada 


Consolidated Statement 


of Earnings ] 
For the Year Ended December 31, 1985 x 
(stated in thousands of dollars) 1 
a 
1985 1984 — 
— ———EaEEE R 
Revenue ies a 
Operating $ 5300097 $ 4881293 
Investment and other income 80 834 107 470 * 
5 380 931 4988 763 — 
Expenses 3 
Crude oil and product purchases 2 901 164 2.780170 — 
Producing and refining 552 746 475 331 
Marketing, general and administrative 552 548 403 170 © 
Taxes other than income taxes (Note 11) 427576 343 784 
Depreciation, depletion and amortization 410 190 362 994 
Interest on long-term debt 24 264 11324 | 
4 868 488 4376773 | 
Earnings Before Undernoted Items 512 443 611 990 — 
Provision for Income Taxes (Note 12) i 
Deferred 295 776 309 418 
Current 44 887 75 501 © 
340 663 384 919 
171 780 227 O71 
Minority Interest 2100 4961 — 
Earnings Before Unusual Items and 
Dividends on Redeemable Preferred Shares 173 880 232 032 
Unusual Items (Note 13) 864 901 - 
Net Earnings (Loss) for Year Before Dividends on 
Redeemable Preferred Shares (691 021) 232 032 
Dividends on Redeemable Preferred Shares (Note 9) , 78 314 100 083 
Net Earnings (Loss) for Year After Dividends on 


Redeemable Preferred Shares $ (769 335) $ 131949 | 
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- Petro-Canada 


Consolidated Statement 
of Retained Earnings 
For the Year ended December 31, 1985 


(stated in thousands of dollars) 


19385 


1984 


To —————————— 


Retained Earnings at Beginning of Year, 
as previously reported 


Retroactive application of change in accounting policy for 
investment tax credits (Note 2) 


Retained Earnings at Beginning of Year, 
as restated 


Net earnings (loss) for year before dividends on redeemable 
preferred shares 


Dividends — Redeemable preferred shares 
— Common shares 


Exchange adjustment on redemption of redeemable 
preferred shares 


Transfer from contributed surplus 


Retained Earnings (Deficit) at End of Year 
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$ 353046 $ 212 027 
(98 078) (78 578) 
254 968 133 449 
(691 021) 232 032 
(78 314) (100 083) 
(50 000) = 
(16 800) (10 430) 
62 461 = 
$ (518 706) $ 254968 


ee 


Petro-Canada 

Consolidated Statement of Changes 
in Financial Position 

For the Year Ended December 31, 1985 


(stated in thousands of dollars) 


SR SS RE DPA SE SL IT EDO SES TIE SI EE SL ES REE ST Oa SE I EP A I TSE SE I 


Internally Generated Cash 

Working capital provided from operations (Note 14) 
Proceeds from sale of property, plant and equipment 
Advances on future natural gas deliveries 


Internally generated cash 


Investment Activities 

Acquisition of Gulf Canada Limited assets (Note 3) 
Expenditures on property, plant and equipment 
Petroleum Incentive Program grants 

Increase (decrease) in investments, net 

(Increase) decrease in minority interest in subsidiaries 
Increase (decrease) in operating working capital (Note 15) 
Increase in deferred charges 


Financing Activities and Dividends 
Proceeds from issue of short-term notes payable, net 
Proceeds from issue of long-term debt 
Redemption of redeemable preferred shares 
Dividends — Redeemable preferred shares 
— Common shares 
Reduction of long-term debt 
Issue of common shares 


Decrease in Cash 
Cash and Short-Term Deposits at Beginning of Year 


Cash and Short-Term Deposits (Deficiency) at End of Year 


1985 1984 
(Restated) 
$ 870238 896 136 
63 979 51454 © 
(27 948) 20 266 
906 269 967 856 
iw 
; 
; 
713 947 - a 
1059 192 1130 965 © 
(348 526) (380 304) 
(329 772) 282 103 
295 755 (1859) 
(15 628) 135 480 — 
3 892 14014 © 
1378 860 1180 399 © 
531539 - 
165 275 - 

(104 663) (92 435) 
(78 314) (100 083) 
(50 000) = 
(46 409) (42 704) 

- 425 000 — 
417 428 189 778 
55 163 22 765 

32 819 55 584 — 

(22 344) 32 819 — 


Petro-Canada 


Notes to Consolidated 
Financial Statements 
December 31, 1985 


(tabular amounts shown in thousands of dollars) 


1. Summary of Significant Accounting Policies 


(a) Basis of Consolidation 
The consolidated financial statements include the accounts of 
Petro-Canada, an agent of Her Majesty in the right of Canada, 
and of all subsidiary companies (“the Corporation”’) except 
- Canertech Inc., which is excluded for the reason described in 
Note 5. 

The excess of the consideration paid for the shares of 
_ subsidiaries over the underlying net book values at the dates 
of acquisition is attributed to the related assets acquired and 
is amortized over the life of these assets. 


(b) Inventories 
Inventories are valued at the lower of cost and net realizable 
value. 


(c) Investments 

The Corporation accounts for investments in companies over 
which it has significant influence on the equity method. Other 
long-term investments are accounted for on the cost method. 


(d) Property, Plant and Equipment 

The Corporation accounts for its investment in oil and gas 
properties on the full cost method whereby all costs relating 
to the exploration for and development of oil and gas reserves 
are capitalized. Such costs include those related to lease acqui- 
sitions, geological and geophysical activities, lease rentals on 
non-producing properties, drilling both productive and non- 
productive wells and overhead related to exploration. The 
Corporation applies a “ceiling test”, to capitalized costs in 
each producing cost centre, to ensure that such costs do not 
exceed the estimated future net revenues from production of 
proven reserves, at prices and operating costs in effect at the 
balance sheet date, together with the estimated fair market 
value of unevaluated properties. 

Separate cost centres have been established for non-fron- 
tier Canada, the Syncrude Project, producing in situ oil sands, 
other oil sands leases and each Canadian frontier area and 
foreign area in which the Corporation has an interest. 

The interest cost of debt attributable to the construction 
of major new facilities is capitalized during the construction 
period. 

Substantially all of the Corporation’s exploration and 
production activities related to oil and gas are conducted 
jointly with others. Only the Corporation's proportionate 
interest in such activities is reflected in the financial state- 
ments. 
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(e) Depreciation, Depletion and Amortization 

Costs incurred in non-frontier Canada, the Syncrude Project, 
producing in situ oil sands and in producing foreign cost 
centres are depreciated or depleted separately on the unit of 
production method based on estimated proven recoverable oil 
and gas reserves. For purposes of calculating depreciation and 
depletion, natural gas production and reserves are converted 
to equivalent units of crude oil based on the relative energy 
content of each commodity. 

Annual costs incurred in the other cost centres are 
amortized on a straight line basis over the period during 
which exploration activity in each cost centre is expected to 
continue. When exploration proves to be successful, as when 
an indicated commercial discovery is made, amortization 
is suspended and the unamortized balance of the cost centre is 
depleted on the unit of production method when production 
commences. When exploration proves to be unsuccessful and 
the cost centre is condemned or abandoned, the unamortized 
balance of that cost centre is charged to earnings at that time. 

Depreciation of other plant and equipment is provided on 
either the unit of production method or the straight line 
method as appropriate. Straight line depreciation rates are 
based on the estimated service life of the related asset. 


(f) Deferred Charges 

Costs relating to the removal of overburden from oil sands 
which will be mined in future years are deferred and are 
charged to earnings when the related oil sands are mined. 


(g) Federal Petroleum Compensation Program 

Amounts received under the Federal Compensation Program 
for oil imports are deducted from the cost of crude oil and 
product purchases. Amounts received under the Federal 
Compensation Program for synthetic crude oil are included in 
operating revenue. 


(h) Income Taxes 

The Corporation makes full provision for income taxes 
deferred as the result of claiming depreciation, exploration, 
development and other costs for income tax purposes which 
differ from the related amounts charged to expense in the 
financial statements. 


Note 1. (Continued) 
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(i) Translation of Foreign Currency 
Current assets, except inventories and prepaid expenses, 
current liabilities and long-term debt are translated at rates of 
exchange in effect at the balance sheet date. Long-term assets, 
inventories, prepaid expenses, deferred income taxes and 
redeemable preferred shares are translated at rates of 
exchange in effect at the respective transaction dates. Rev- 
enue and expense items are translated at the average rates of 
exchange in effect during the year, except for depreciation, 
depletion and amortization which reflect rates of exchange in 
effect when the assets were acquired. 

The resulting exchange gains or losses are included in 
earnings, except for unrealized exchange gains or losses 


: 2 e Change in Accounting Policy 


arising on translation of long-term debt which are deferred 
and amortized over the remaining term of the debt. 

Foreign operations are integrated with the Corporation's 
other activities and are translated in the above described 
manner. 


(j) Pension Plans 

Costs of pension benefits for current services of employees 
are funded and are charged to earnings as they accrue. Costs 
arising from amendments to pension plans which relate to 
services of employees in prior years and experience deficien- 
cies are funded in accordance with applicable pension legisla- 
tion and charged to earnings over periods not exceeding 
fifteen years. 


During 1985 the Corporation changed its method of account- 
ing for investment tax credits in accordance with the recom- 
mendations issued by the Canadian Institute of Chartered 
Accountants. Investment tax credits, previously recognized 
on a flow through basis, are now accounted for by the cost 


3 e Acquisitions 


reduction method. This change has been applied retroactively 
and the prior year’s financial statements restated. 

The effect of this change in 1985 has been to increase the 
net loss for year after dividends on redeemable preferred 
shares by $13 483 000. 


anne en ener nearer SSS SSS SSS SSS SSS 


(a) Gulf Canada Limited (‘Gulf’) Refining and Marketing 
Assets 
Effective September 30, 1985, the Corporation acquired cer- 
tain refining and marketing assets from Gulf for an initial 
cash consideration of $611 000 000. Additional costs, relating 
to the acquisition, in the amount of $102 947 000 have been 
accrued. 

The net assets acquired, at attributed values, consist of: 


Property, plant and equipment $ 406 850 
Investments 14 487 
Net working capital 292 610 

$ 713947 


In addition, the Corporation has agreed to purchase the 
Edmonton refinery assets for an aggregate cash consideration 


of $275 000 000 by the earlier of February 27, 1987 or thirty 
days after the dissolution of a partnership which currently 
owns the assets. 


(b) Petro-Canada Products Inc. (“‘Products”’) 
Pursuant to a tender offer dated February 28, 1983 the 
Corporation committed to acquire all of the outstanding vot- 
ing and non-voting shares of Products (formerly BP Refining 
and Marketing Canada Limited). During 1985 the Corporation 
completed its acquisition of Products by purchasing the 
remaining non-voting shares for a consideration, including 
related expenses, of $301 953 000. The aggregate cost of 
acquiring the shares of Products was $424 704 000. 

Funds for the 1985 share purchase were provided from 
cash held for use in tender offer and an issue of long-term 
debt. 


| 


4. Inventories 


Inventories consist of: 


Crude oil, refined products and merchandise 
Materials and supplies 


| 


| 
5 e Investments 


‘Investments consist of: 


| At equity 

' Westcoast Transmission Company Limited 
Petro-Canada Centre 

Sedpex Inc. 

Other 

| At cost 

Mortgages and other investments 

Cash held for use in tender offer 


Canertech Ine. 


Westcoast Transmission Company Limited (‘‘Westcoast”’) 
_ At December 31, 1985 the Corporation held 31.1% of the total 
outstanding common shares of Westcoast. 
The cost of the investment in Westcoast exceeded the 
underlying net book value at the dates of acquisition. This 


excess is being amortized over the estimated useful lives of 
the underlying assets to which it is attributed by charges 
against the Corporation’s share of Westcoast’s net earnings. 

Westcoast is a regulated utility and is subject to regula- 
tory directives which may change the components of the cost 
of service. Changes resulting from such directives do not have 
a direct effect on net earnings due to rate of return on rate 
base considerations which are also taken into account in the 
regulatory process. 

At December 31, 1985 the quoted market value of the 
Corporation’s investment in Westcoast was $227 517 000 
(1984 — $190 924 000). 


Petro-Canada Centre 
At December 31, 1985 the Corporation held 50% of a joint 

_ venture which owns Petro-Canada Centre, an office complex 
in Calgary. The Corporation has entered into a long-term lease 


1985 1984 

$ 1043 335 $ 768774 
66 116 76 941 

$ 1109451 $ 845 715 
1985 1984 

$ 181299 $ 176 984 
24 091 222 505 

22 602 15 334 

11 839 4 418 
51012 43 14 

- 131 879 

$ 290843 $ 594234 


for use of a portion of the complex (Note 20) and has guaran- 
teed $286 000 000 of long-term debt related to the facility. 


Sedpex Inc. 

At December 31, 1985 the Corporation held 50% of the total 
outstanding common shares of Sedpex Inc., a company which 
owns a semi-submersible drilling vessel. This vessel is under 
lease to the Corporation (Note 20). 


Canertech Inc. (‘‘Canertech’’) 

The accounts of Canertech, a wholly-owned subsidiary com- 
pany, have been excluded from consolidation because a for- 
mal plan exists to dispose of the investment in the subsidiary. 
In response to a directive by the Government of Canada, the 
Corporation incorporated Canertech in 1981 to develop alter- 
nate energy sources. At that time the Government indicated 
its intention of purchasing the Corporation’s investment at 
cost and establishing Canertech as an independent crown 
corporation. During 1984 the Government directed the 
Corporation to bring about the dissolution of Canertech. The 
Corporation is proceeding with the implementation of this 
directive. The Corporation’s investment in Canertech is car- 
ried in the accounts at its original cost of $1. 


6 e Property, Plant and Equipment 


Property, plant and equipment consists of: 


1985 1984 
Accumulated 
Depreciation, 
Depletion and 
Cost * Amortization Net Net 
Oil and gas 
Canada 
— non-frontier areas $ 3911 728 $ 821373 $ 3090 355 $ 3068 344 
— frontier areas 1011 122 795 268 215 854 915 270 
Foreign 163 394 106 786 56 608 81133 — 
Refining and marketing 2 016 063 279 178 1 736 885 1375 598 
Oil sands 
Syncrude Project 618 542 92 698 525 844 486 361 
Producing in situ 85 431 5016 80 415 = 
Other oil sands 197 541 197 541 ~ 207 457 
Natural gas liquids 202 865 59 674 143 191 128 885 — 
Other property and equipment 342 621 161 608 181 013 250 892 — 
$ 8549 307 $ 2519 142 $ 6030 165 $ 6513 940 : 
* Cost is net of related Petroleum Incentive Program grants and investment tax credits. 
c Deferred Charges 
Deferred charges consist of: 
1985 1984 
At cost | 
Oil sands overburden removal costs $ 44 395 $ 415119 
Less portion related to oil sands to be mined within one year 14 032 10 730 
30 363 30781 
Polar Gas Project 1534 17617 
At amortized cost | 
Translation adjustment on long-term debt 19 884 9085 — 
Marketing reidentification - 28 588 
Other 12 943 12101 
$ 64 724 $ 98 172 
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8 e Long-Term Debt 


Long-term debt consists of: 


In Canadian dollars 
8.25% unsecured notes 
5.75% unsecured notes 
Promissory notes, bearing interest at prime rate 
Unsecured loans, bearing interest at prime rate 

to /2% above prime rate 

Other loans and long-term obligations 

In United States dollars 
LIBOR less 0.8% unsecured notes ($125 000 000 U.S.) 
9% unsecured notes ($41 250 000 U.S.) 
7.75% unsecured notes ($14 000 000 U.S.) 
8.45% unsecured notes ($10 000 000 U.S.) 
5.75% — 6.25% mortgages ($592 000 U.S.) 
5.25% unsecured notes 


Less current portion 


Repayment of long-term debt 

The minimum repayment of long-term debt in each of the 
next five years is as follows: 

1986 — $ 20 430 000 

1987 — $ 13 894 000 

1988 -$ 7700000 

1989 -$ 7698 000 

1990-$ 7695 000 


9 e Redeemable Preferred Shares 


The redeemable preferred shares, which were issued by a 


_ subsidiary to a group of Canadian chartered banks, are float- 
_ ing rate, cumulative, redeemable and non-voting. Cumulative 
_ dividends, payable quarterly, are, at the option of the sub- 


_ sidiary, based on a percentage of either the United States Base 


Rates or the London Inter-Bank Offered Rates of the banks. At 
December 31, 1985, the dividend rate was approximately 4.6% 
per annum. The shares are redeemable, at the option of the 
subsidiary, at $100 U.S. per share, plus accrued dividends. In 


_ 1985 the subsidiary exercised its option to redeem 750 000 


_ shares (1984 — 700 000 shares) for a consideration of 


$75 000 000 U.S. (1984 — $70 000 000 U.S.) and 10 450 000 


shares were outstanding at December 31, 1985. 
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Maturity 1985 1984 
1993 $ 14375 $ 14375 
1986 6961 6 961 

2S 13 192 

Ms 9 500 

1986 — 1988 1523 1 923 
1995 174 688 = 

1996 57 646 59 466 

1993 19 565 21142 

1987 13975 19 821 

1988 8238 2 080 

o 8 589 

289 561 157 049 

20 430 47 102 

$ 269131 $ 109947 


Under the terms of an agreement between the banks and 
the Corporation, in the event that the subsidiary does not 
exercise its option to redeem the shares over an eight year 
period ending December 31, 1993, or in the event of certain 
other occurrences under the provisions of the agreement, the 
banks have the option to require the Corporation to purchase 
the shares at $100 U.S. per share, plus accrued dividends. 
These annual options increase from $85 000 000 U.S. to 
$170 000 000 U.S. over the remaining period. 


10 e Capital 


Authorized j 
In the aggregate the authorized capital is: loans received, and outstanding, from the Consolidated j 
(a) 71188 common shares with a par value of $100 000 each. Revenue Fund of the Government of Canada is not in excess & 

; 
(b) Preferred shares issued to the Government of Canada of $1 billion. ¥ 


provided that the amount of such shares together with any 


Issued (to the Government of Canada) 


1985 1984 
Number of Shares Consideration Number of Shares Consideration 
Common Shares } 
Balance at beginning of year 31883 $ 3188300 27 633 $ 2763 300 
For cash - - 4250 425 000 
Balance at end of year 31 883 3 188 300 31883 3 188 300 
Preferred Shares 
Balance at beginning and end of year 972 771 853 972 772 972 771 853 972 072 
Total Capital at End of Year $ 4161072 $ 4161072 
The preferred shares have a par value of $1 each, are 
redeemable at par at the option of the Corporation, carry no 
stated rate of dividend and are non-cumulative. 
Ls Taxes Other than Income Taxes 
Taxes other than income taxes consist of: : 
1985 1984 — 

Federal sales tax $ 249341 $ 184 508 
Petroleum and Gas Revenue Tax 123 448 118 536 
Other 54 787 40 740 

$ 427576 $ 343 784 
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12 e Income Taxes 


The provision for income taxes of $340 663 000 (1984 — 
$384 919 000) represents an effective rate of 66.5% (1984 — 
62.9%) on earnings before income taxes of $512 443 000 


I 
ii 


| Earnings before income taxes 
| Add (deduct) 
Royalties and other payments to provincial governments 
Federal allowances 
Resource allowance 
Tax depletion 
Inventory allowance 
' Petroleum and Gas Revenue Tax 
Non-deductible depreciation, depletion and amortization 
| Equity in earnings of affiliates 
_ Foreign exchange gains 
| Other 


| Earnings as adjusted before income taxes 


Canadian Federal income tax at 46.9% (1984 — 46%) applied to 
earnings as adjusted 
Provincial and other income taxes, net of federal abatement 


Provincial income tax rebate plans 


Provision for income taxes 


13 e Unusual Items 


(1984 — $611 990 000). The computation of the provision, 
which requires adjustment to earnings before income taxes 
for non-taxable and non-allowable items, is as follows: 


1985 1984 

$ 512443 $ 611990 
307 096 327 560 
(259 999) (245 909) 
(21 046) (29 268) 

(29 556) (10 498) 

123 448 118 536 

95 442 98 661 

(22 383) (17 874) 
(2 781) (4 846) 

5 805 291 

$ 708469 $ 848643 
$ 332272 $ 390375 
16 215 3 624 

(7 824) (9 080) 

$ 340663 $ 384919 


| The unusual items charged to earnings during 1985 consist of: 
| 
: 


_ Canada frontier oil and gas properties $ ©6©547614 
Process development costs 108 168 
Oil sands properties 90 153 
Inventory adjustment 45 354 
Relocation and reorganization 20 231 
Foreign oil and gas properties 16715 
Coal and mineral properties 14 806 
Marketing reidentification 13 096 
Polar Gas Project 8 764 

$ 864901 
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Note 13. (Continued) 


EEE 


Canada frontier oil and gas properties 

As a result of the decline in world oil prices and changes in 
the current and anticipated energy environment, the Corpo- 
ration has written off the carrying value of certain of its 
Canadian frontier oil and gas properties. Accordingly, the 
unamortized costs of these properties together with provi- 
sions for anticipated losses on contracted offshore drilling 
vessels and ancillary equipment, amounting to $547 614 000 
(after deducting related income taxes of $443 081 000 and 
minority interest of $121 958 000), have been charged to 
earnings. 


Process development costs 

Construction of a plant to demonstrate a process for upgrad- 

ing heavy residual fuel oils was completed during 1985. This 

plant was constructed pursuant to a directive by the Govern- 
ment of Canada. As a result of changed economic conditions 

the Corporation has charged the project costs, amounting to 

$108 168 000 (after deducting related income taxes of 

$37 080 000), to earnings. 


Oil sands properties 

As a result of the decline in world oil prices and uncertainties 
as to the timing of new oil sands developments, the Corpora- 
tion has written off the carrying value of its oil sands 
properties other than the producing in situ and Syncrude 
projects. Accordingly, the unamortized costs of these proper- 
ties, amounting to $90 153 000 (after deducting related 
income taxes of $49 212 000), have been charged to earnings. 


Inventory adjustment 

As a result of the Western Accord the Corporation is no longer 
required to sell its Alberta crude oil production to the Alberta 
Petroleum Marketing Commission and since June 1, 1985 it 
has supplied crude oil directly to its own refineries. This 
change extends the point of sale and the resultant profit 
recognition from the wellhead to the refined product cus- 
tomer. At December 31, 1985 inventory has been reduced by 
$45 354 000 (after deducting related income taxes of 

$30 680 000) and this amount has been charged to earnings. 


Relocation and reorganization 

During 1985 the Corporation announced plans to relocate 
certain functions relating to its refining and marketing opera- 
tions from Eastern Canada to Calgary. In addition, the Corpo- 
ration commenced an internal reorganization program which 
will result in a staff reduction. The estimated costs associated 
with the relocation and reorganization in the amount 

of $20 231 000 (after deducting related income taxes of 

$18 869 000) have been charged to earnings. 


Foreign oil and gas properties 

The Corporation has written off the carrying value of its China 
cost centre because of a lack of exploration success. Accord- 
ingly, $16 715 000 (after deducting related income taxes of 

$15 043 000) has been charged to earnings. 


Coal and mineral properties 

As a result of the decline in world prices and uncertainties as 
to the timing of the development of coal and mineral proper- 
ties, the Corporation has written off the carrying value of 
these properties. Accordingly, the remaining cost of these 
properties, amounting to $14 806 000 (after deducting related 
income taxes of $13 296 000), has been charged to earnings. 


Marketing reidentification 

The Corporation has determined that it has realized substan- 
tially all of the economic benefits of marketing reidentifica- 
tion costs incurred in prior years, which were deferred and 
amortized over the period during which benefits were 
expected to be realized. Accordingly, the unamortized balance 
of these costs, amounting to $13 096 000 (after deducting 
related income taxes of $12 045 000), has been charged to 
earnings. 


Polar Gas Project 

The Polar Gas Project has recently completed its application 
to the National Energy Board to build a pipeline from the 
Mackenzie Delta to Edson, Alberta and has abandoned its 
plans for a pipeline from the Arctic Islands to Eastern Canada. 
Costs incurred in prior years, relating to feasibility studies in 
connection with the abandoned route, which were deferred, 
amounting to $8 764 000 (after deducting related income 
taxes of $8 171 000), have been charged to earnings. 
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14. Working Capital Provided from Operations 


Working capital provided from operations consists of: 


1985 1984 
Earnings before unusual items and dividends on 
redeemable preferred shares $ 173880 $ 232 032 
Add (deduct): 
Depreciation, depletion and amortization 410 190 362 994 
Deferred income taxes 295 776 309 418 
Equity earnings, net of dividends received (6 594) (2 640) 
Other (3 014) (5 668) 
$ 870238 $ 896136 
15 e Change in Components of Operating Working Capital 
The increase (decrease) in operating working capital consists 
of the following movements during the year: 
1985 1984 
Accounts receivable $ 470485 $ 17 662 
Inventories 263 736 134 709 
Income taxes recoverable (12 623) (4 229) 
Deposits and prepaid expenses 11 763 2 720 
Accounts payable and accrued liabilities (681 247) (15 382) 
Operating working capital acquired from Gulf Canada 
Limited (Note 3) (292 610) - 
Current accruals relating to unusual items (Note 13), and other 224 8638 — 
$ (15628) $ 135480 
Operating working capital is comprised of working capital 
other than cash and short-term deposits, short-term notes 
payable and current portion of long-term debt. 
16 e Pension Plans 
Based on the most recent actuarial valuations of the Corpora- All accrued, including vested, benefits at December 31, 1985 
tion’s pension plans the unfunded past service pension obli- are fully funded. 
gations at December 31, 1985 are approximately $67 000 000. 
1 G. Material Transactions with Related Parties 
- The Corporation has transactions with the Government of business and are therefore on the same terms as those 


Canada and its agencies which are in the normal course of accorded to non-related parties. 


18 e Segmented Information 


The Corporation operates principally in the following 


business segments: 


Business Segment 


Operations 


Natural resources 


Refined oil products 


Exploration, development and production activities for crude : 
oil, natural gas, field liquids, sulphur, oil sands; extraction of 


liquids from natural gas; transportation, distribution and 


marketing of the natural gas liquids. 


Purchase and sale of crude oil; refining crude oil into oil 
products; distribution and marketing of these and other 


purchased refined oil products. 


The financial results of operations by business segment are as follows: 


ee eee 


Natural Resources Refined Oil Products Eliminations Total 
5 1985 1984 1985 1984 1985 1984 1985 1984 
Sales to customers $ 971526 $ 1450252 $ 4328571 $ 3431041 - $ = $ 5300097 $ 4881293 
Inter-segment transfers 660 507 88 572 - = (660 507) (88 572) - - 
Total Operating Revenue 1 632 033 1 538 824 4328571 3 431 041 (660 507) (88572) 5300097 4 881 293 
Product costs and operating expenses 533 559 534 472 3 580 858 2 809 601 (660 507) (88572) 3453910 3 255 501 
Depreciation, depletion and amortization 282 979 250 727 97 327 84 833 - = 380 306 335 560 
Taxes other than income taxes 147 795 121 688 279 781 222 096 - = 427 576 343 784 
964 333 906 887 3 957 966 3 116 530 (660 507) (88572) 4261792 3 934 845 
Operating Earnings $ 667700 $ 631937 $ 370605 $ 314511 1038 305 946 448 
Marketing, general and 
administrative expenses (552 548) (403 170) 
Provision for income taxes a (340 663) (384 919) — 
Investment and other income 80 834 107 470 
Other depreciation and amortization (29 884) (27 434) 
Interest on long-term debt (24 264) (11 324) — 
Minority interest 2100 4961 
(864 425) (714 416) 
Earnings Before Unusual Items and 
Dividends on Redeemable Preferred 
Shares $ 173880 $ 232032 
Inter-segment transfers are accounted for at market value. 
Natural resources segment revenue consists of: Refined oil products segment revenue consists of: 
1985 1984 1985 1984 
Crude oil and field 
liquids $ 990178 $ 867 366 Gasoline $ 2231710 $ 1813981 
Natural gas liquids 301 532 325058  Distillates 1349 573 1 025 140 
Natural gas 291 962 284522 Other 747 288 591 920 
Other 48 361 61 878 
$ 1632 033 $ 1538 824 $ 4328571 $ 3431041 


Note 18. (Continued) 
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The identifiable assets at December 31, and the capital 


expenditures for the year, by business segment, are as follows: 


Other identifiable assets include cash and short-term 
deposits, investments in other companies and general 
corporate assets. 


* Capital expenditures are before deduction of related Petroleum Incentive 
Program grants. 


19 e Comparative Figures 


Identifiable Assets Capital Expenditures * 

1985 1984 1985 1984 

Natural resources $ 4509 488 $ 5444759 $ 869341 $ 954217 

_ Refined oil products 3 808 278 2 634 699 168 127 136 400 
Other 528 326 886 706 (172 277) 204 586 

$ 8 846 092 $ 8966 164 $ $65191 $ 1295 203 


ee 


Certain reclassifications have been made to the 1984 compara- 


tive figures to conform with the current year’s presentation. 


2, O e Commitments and Contingencies 


te — cc 


(a) Commitments 
The Corporation has leased certain offshore drilling vessels 
and ancillary equipment under various contracts, the last of 
which expires in 1988. The rentals for these offshore vessels, 
when used by the Corporation, are shared with joint venture 
participants. The vessels are available for sublease when not 
required by the Corporation. 

The gross lease rentals for the offshore vessels, less 
accrued amounts relating to the unusual items (Note 13), 
together with minimum annual rentals for Petro-Canada 
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Centre (Note 5) and other non-cancellable operating leases are 
estimated at $95 000 000 in 1986, $63 000 000 in 1987, 

$45 000 000 in 1988, $44 000 000 in 1989, $41 000 000 in 1990 
and $15 000 000 per year thereafter until 2008. 


(b) Contingencies 

The Corporation is involved in litigation and claims associated 
with normal operations. Management is of the opinion that 
any resulting settlements would not materially affect the 
financial position of the Corporation. 


Petro-Canada 

Supplementary Financial Information 
Reporting the Effects of Changing Prices 
(Unaudited) 


December 31, 1985 


SSS SSS 


Basis of Presentation 

Petro-Canada’s financial statements report financial infor- 
mation on the basis of historical cost in accordance with 
generally accepted accounting principles. Although the rate 
of inflation declined substantially in recent years, histori- 
cally the economy has experienced significant inflationary 
increases and many of the effects of such increases are not 
reflected in the traditional financial statements. The addi- 
tional costs required to replace current inventories and 
property, plant and equipment, and the effects of holding 
net monetary liabilities or assets are not reflected in the 
historical cost financial statements. The Canadian Institute 
of Chartered Accountants (CICA) has issued recommenda- 
tions relating to the preparation of information reporting 
the effects of changing prices. These recommendations are 
considered experimental by the CICA. The intent is to deter- 
mine if this information is helpful to the users of financial 
information in their assessment of an enterprise. The follow- 
ing information has been prepared based upon the CICA 
recommendations, except for the computation of the provi- 
sion for income taxes which is addressed below. 

While Petro-Canada has prepared this information 
using what are considered to be reasonable assumptions it 
should be noted that the recommendations call for a degree 
of subjective judgement and materially different results 
could be obtained if other equally valid assumptions were 
used. Additionally, the recommendations recognize that the 
cost of exploration and development required to replace oil 
and gas reserves is subject to a high degree of uncertainty. 
Despite this the recommendations call for the estimating of 
the current cost of oil and gas reserves and suggest the use of 
indices. Petro-Canada has followed this approach but cau- 
tions that these current cost estimates may be misleading 
and do not necessarily represent amounts for which the 
reserves could be bought or costs which would be incurred 
in future periods if the reserves were replaced. 


Explanation of Information 

The schedule of Balance Sheet Items on a Current Cost Basis 
reports the current cost of inventory and property, plant 

and equipment and the effect of the current cost adjust- 
ments on net assets. The current cost of property, plant and 
equipment has been calculated through the use of indices. 
Net assets represents the historical common shareholder’s 
equity adjusted for the current cost adjustments. ’ 

The Consolidated Statement of Earnings on a Current 
Cost Basis presents a comparison of the Corporation’s state- 
ment of earnings as presented in the historical cost financial 
statements with similar data prepared on a current cost 
basis. Equity earnings have been adjusted to reflect Petro- : 
Canada’s share of affiliates’ current cost adjustments. Crude 
oil and product purchases expense has been adjusted to 
reflect the current cost of these purchases at the time of use. 
Depreciation expense has been adjusted so that it reflects 
the estimated current cost of replacing the operating capac- 
ity of property, plant and equipment. The CICA recommends 
that the amount of income tax in the computation of 
earnings on the current cost basis be the same as the 
amount charged against earnings in the historical cost 
financial statements. However, the Corporation believes that | 
it is more appropriate to adjust the provision for deferred 
income taxes in recognition of the lower cost of sales and higher 
depreciation, depletion and amortization expense. Since this 
unaudited supplementary information is experimental, 
these adjustments have been reflected in the computation of 
deferred income taxes in the Consolidated Statement of 
Earnings on a Current Cost Basis. Had the Corporation 
followed the CICA recommendations with regard to income 
tax expense in the computation of current cost earnings, the 
provision for deferred income taxes would have been 
$295 776 000. It should be noted that there is no deduction 
under current tax law for these current cost adjustments. 
Minority interest has been adjusted to reflect its share of the 
current cost depreciation, depletion and amortization 
expense adjustment. 

The schedule of Other Supplementary Current Cost 
Information presents the remaining financial information 
required by the recommendations. The financing adjust- 
ment represents the portion of current cost adjustments 
that relate to the net monetary liabilities of Petro-Canada. 
The CICA has defined this as “the amount of changes during 
a reporting period in the current cost of assets held by an 
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enterprise that, on the basis of the existing relationship 

_ between debt and equity, do not need to be charged against 

| present and future revenues to provide for maintenance of 

| the common shareholders’ proportionate interest in the 

_ operating capability of the enterprise”. The second portion 

_ of the schedule isolates the inflation component from the 
total increase in the current cost of property, plant and 

- equipment and inventory. The final information presented 
is the gain in general purchasing power that results from 

| having net monetary liabilities. This arises because inflation 
_ erodes the purchasing power of money and therefore where 
there are net monetary liabilities a “gain” is recognized due 
- to the net monetary liabilities requiring the use of less 

_ “purchasing power” over time during inflationary periods. 
The CICA recommendations also require the disclosure 

_ of oil and gas reserve data, net of royalties. The schedule 

_ of Supplementary Reserve Information provides this 

_ information. 
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Petro-Canada 

Balance Sheet Items 
on aCurrent Cost Basis 
December 31, 1985 


(stated in thousands of dollars) 


As reported in Current 
the historical cost 
cost statements basis 
Inventory $ 1109451 $ 1104957 
Property, plant and equipment, net $ 6030165 $ 8201801 
Net assets (shareholder’s equity) $ 3642 366 $ 5809508 
Consolidated Statement of Earnings 
on a Current Cost Basis 
For the Year Ended December 31, 1985 
(stated in thousands of dollars) 
As reported in 
the historical Current 
cost statements cost basis 
Revenue 
Operating $ 5300097 $ 5300097 
) 
Investment and other income 80 834 77 246 
5 380 931 5 377 343 
Expenses 
Crude oil and product purchases 2901 164 2 854 507 
Producing and refining 552 746 552 746 
Marketing, general and administrative 552 548 552 548 
Taxes other than income taxes 427 576 427 576 
Depreciation, depletion and amortization 410 190 548 468 
Interest on long-term debt 24 264 24 264 
4 868 488 4960 109 
Earnings before Undernoted Items 512 443 417 234 
Provision for Income Taxes 
Deferred 295 776 275 042 
Current 44 887 44 887 
340 663 319 929 
171 780 97 305 
Minority Interest 2 100 2919 
Earnings before Unusual Items and Dividends on 
Redeemable Preferred Shares $ 173 880 $ 100 224 
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: Petro-Canada 
Other Supplementary Cost Information 


For the Year Ended December 31, 1985 


(stated in thousands of dollars) 


| 


1) Financing adjustment 
Based on the amount of changes during the year in the 
current cost amounts of property, plant and equipment 


and inventory 


Based on the current cost adjustments made to net 
earnings during the year 


2) Increase in the current cost amount of property, plant and 
equipment and inventory 
Effect of general inflation 


Excess of general inflation over the increase in current cost 


_ 3) Gain in general purchasing power from having net 
monetary liabilities 


Supplementary Reserve Information 
December 31, 1985 


_ Proven reserves, net after royalties at December 31, 1984 
_ Revisions of previous estimates 

| Extensions and discoveries 

_ Production 


Proven reserves, net after royalties at December 31, 1985 


The above figures do not include Petro-Canada’s 17% interest 
in the synthetic crude oil reserves of Syncrude Canada 
Limited (“Synecrude’’) (39 102.0 thousand cubic metres before 
royalty at December 31, 1985). Pursuant to an agreement 
between the Province of Alberta as lessor of the oil sands 
leases and the Syncrude participants the Province has the 
right to 50% of Syncrude’s deemed net profits, as defined in 
the agreement. At the Province’s option, this right may, in 


$ 81 340 
$ 23 127 
$ 322393 

404 833 
$ 82 440 
$ 86 382 


Natural Gas 


Oil Liquids Gas 

(Thousands (Thousands (Millions 

of cubic metres) of cubic metres) of cubie metres) 
35 367.0 4 686.0 100 416.4 
1672.1 NPAT (20 414.2) 

567.3 — 1185.7 

(2 892.5) (469.6) (3 325.9) 

34 713.9 5 493.5 77 862.0 


accordance with the provisions of the agreement, be con- 
verted to a 7.5% gross production royalty. Both the 50% of 
deemed net profits and the 7.5% gross production royalty are 
subject to change under certain circumstances. In view of 
these potential changes, and the attendant uncertainties 
relating to future prices and costs, the Corporation has not 
presented its synthetic crude oil reserves net of royalties. 


Petro-Canada 


Five Year Operating Summary 


1985 1984 1983 1982 1981 

Oil and Gas Landholdings (Gross/Net) 

(millions of hectares) ‘ 

Non-frontier areas | 
Conventional 4.4/2.1 4.8/2.4 6.0/3.1 6.4/3.3 6.5/3.5 1m 
Oil Sands 1.0/0.4 0.9/0.3 0.9/0.3 0.8/0.3 0.8/0.3 — 

5.4/2.5 TUPI 6.9/3.4 7.213.6 7.3/3.8 

Frontiers 33.2/16.5 41.6/20.5 54.4/25.0 55.7/25.6 57.3/28.7 

International 3.4/1.1 2.8/0.4 1.7/0.1 0.6/0.1 0.6/0.1 — 

Total oil and gas landholdings 42.0/20.1 50.1/23.6 63.0/28.5 63.5/29.3 65.2/32.6 

Wells Drilled (Gross/Net) 

Non-frontier areas — exploratory wells 
Oil 52/37 65/45 41/30 52/32 46/25 
Gas 51/26 25/11 24/16 28/15 54/23 
Dry 63/44 T4/AT 68/48 48/36 72135 

166/107 164/103 133/94 128/83 172/83 

Non-frontier areas — development wells 
Oil 474/166 344/134 148/84 129/68 73/39 
Gas 44/25 16/6 17/12 138/86 100/53 
Oil Sands 0/0 193/96 27/13 0/0 0/0 
Dry 47/22 24/10 9/5 49/31 20/11 

565/213 577/246 201/114 316/185 193/103 

Frontiers and international — exploratory 
and development wells 
Oil 16/4 9/2 5/1 tpl 7/1 
Gas 10/4 9/2 6/2 3/1 4/1 
Dry 26/7 25/8 14/5 7A 6/1 

52/15 43/12 25/8 17/3 17/3 

Total wells drilled 783/335 784/361 359/216 461/271 382/189 

Proven Reserves (Net Before Royalties) (Note 3) 

Natural gas (billions of m3) 938.8 120.4 134.3 Bare 138.3 

Crude oil (millions of m3) 45.3 48.4 45.0 47.1 47.0 

Natural gas liquids (millions of m3) 7.4 6.4 7.4 (oth 8.2 

Synthetic crude oil (millions of m3) 39.1 25.4 26.3 27.4 28.3 

Foreign crude oil (millions of m3) 0.5 0.8 0.9 0.9 Ileal 

Total crude oil and natural gas liquids 
(millions of m3) 92.3 81.0 79.6 83.1 84.6 — 
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Daily Production (Net Before Royalties) 
Natural gas (millions of m°) 


Crude oil (thousands of m*) 

Natural gas liquids (thousands of m?) 

Natural gas liquids from straddle plants 
(thousands of m°) 

Synthetic crude oil (thousands of m°) 

Foreign crude oil (thousands of m?) 


Total crude oil and natural gas liquids 
(thousands of m°) 


Refining 

Refinery crude capacity (thousands of m? per day) 
Refinery runs (thousands of m® per day) 

Refinery utilization (per cent) 


Marketing 
Wholesale and retail marketing outlets 


Petroleum product sales (thousands of m? per day) 
Gasoline 
Distillates 
Other including petrochemicals 


Total petroleum product sales 


Employees 
Number at year end 


Notes 


_ Certain reclassifications have been made to the figures previously 


reported for earlier years to reflect subsequent changes in reporting 
presentation. 

Operating results are included from May 12, 1981, for the former 
Petrofina Canada Inc. operations, from March 1, 1983, for the former 
BP Refining and Marketing Canada Limited operations, and from 
October 1, 1985, for the operations of the assets acquired from Gulf 
Canada Limited. Operating results for Panarctic Oils Ltd. have not been 
included. 


- Proven reserves do not include any reserves associated with fron- 


tier discoveries in Northern Canada and the East Coast offshore. 


1985 1984 1983 1982 1981 
11.6 10.8 * 10.0 10.6 10.7 
10.0 10.3 9.3 9.3 8) 
1.8 1.5 1.5 1.5 1.5 
2.6 2.6 2.9 2.0 2.6 
3.5 2.3 3.0 2.3 2.1 
0.4 0.4 0.5 0.2 0.2 
18.3 defeats 16.8 16.0 16.2 
46 32 32 18) 15 

34 28 25 1G 13 

738 86 78 86 87 
4534 2716 3107 1 605 1504 
16.3 13.9 12.9 7.3 5.6 
12.2 9.6 8.7 5.1 3.5 
7.0 6.3 5.5 2.9 1.8 
35.5 29.8 20.1 15.3 10.9 
10 565 6 697 6 601 6 166 5 801 
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Petro-Canada 


Five Year Financial Summary 


(stated in thousands of dollars) 


Nn NC CCR Rn nnn ree en rere ener SSS SSS SSS SSS 


Summary of Earnings 
Revenue 
Expenses 


Add (deduct): 
Provision for income taxes 
Gain on sale of subsidiary 
Minority interest 


Net earnings before unusual and extraordinary items 
and dividends on redeemable preferred shares 

Unusual items 

Extraordinary items 


Net earnings (loss) before dividends on redeemable 
preferred shares 
Dividends on redeemable preferred shares 


Net earnings (loss) after dividends on redeemable 
preferred shares 


Other Financial Data 

Internally generated cash 

Expenditures on property, plant and equipment 
Petroleum Incentive Program Grants 

Total assets 

Working capital 

Long-term debt (Note 3) 

Redeemable preferred shares 

Shareholder’s equity 


Notes 


. Financial and operating results are included from May 12, 1981, for 


the former Petrofina Canada Inc. operations, from May 1, 1982, for the 
operations of Panarctic Oils Ltd., from March 1, 1983, for the 

former BP Refining and Marketing Canada Limited operations, and 
from October 1, 1985 for the operations of the assets acquired from 
Gulf Canada Limited. 


. Certain information for the years 1981-1984 has been restated to 


reflect the Corporation's change in accounting for investment 

tax credits as described in Note 2 to the consolidated financial 
statements. In addition, certain reclassifications have been made to 
the figures previously reported for earlier years to reflect subse- 
quent changes in reporting presentation. 

Long-term debt includes current maturities. 
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1985 1984 1983 1982 1981 
$5 380931 $4988763 $4170598 $2788136 $2036632 
4 868 488 4376 773 3 796 721 2477 825 1 604 288 
512 443 611 990 373 877 310311 432 344 
(340 663) (384 919) (267 756) (210 693) (263 568) 
= ~ = 7 082 = 
2 100 4961 5 823 4735 = 
173 880 232 032 111944 111 435 168 776 
864 901 = = = = 
= oa 16515 = = 
(691 021) 232 032 95 429 111 435 168 776 
78 314 100 083 86 379 120 082 138 971 
$ (769335) $ 131949 $ 9050 $ (8647) $ 29805 
$ 906269 $ 967856 $ 708229 $ 586461 $ 531911 
1059 192 1130 965 996 529 952 381 599 036 
348 526 380 304 468 488 299 892 138 764 
8 846 092 8 966 164 8 194 001 7 541 934 6 606 185 
396 887 904 803 808 938 840 840 717 203 
289 561 157 049 188 408 330 686 1312773 
1 224 217 1312 080 1394 085 1 464 375 1 464 375 
3 642 366 4 478 501 3 931 982 3 284 389 1 602 192 


Principal photography: Ottmar Bierwagen and Alain Cornu 


Design: Gottschalk + Ash Int'l, Montreal 
Printing: Lawson Graphics Western 
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Corporate Profile 

Petro-Canada, formed by an Act of 
Parliament in 1975, is wholly owned 
by the Government of Canada. Oper- 
ations began on January 1, 1976. The 
Corporation is primarily engaged in 
oil and gas exploration and produc- 
tion, and the transportation, refining 
and marketing of hydrocarbons for 
Canadian needs. 

Petro-Canada is the largest 
Canadian-owned company in the 
petroleum industry and the only 
Canadian-owned oil and gas 
company with a national marketing 
network. With assets in excess of 
$8 billion, the Corporation ranks 
among the top five companies in all 
commonly used operating measures 
in exploration and production, and 
is one of the nation’s largest refiners 
and marketers of petroleum 


products. 
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March 23, 1987 


The Honourable Marcel Masse, P.C., M.P. 
Minister 

Energy, Mines and Resources Canada 
House of Commons 

tawa, Ontario 


Dear Minister: 

On behalf of the Board of Directors, 

I am pleased to present Petro-Canada’s 
Annual Report for the fiscal year 
ended December 31, 1986. 


In accordance with the provisions of 
the Financial Administration Act, the 
Report includes the consolidated 
financial statements together with the 
auditors’ report thereon. 


Yours sincerely, 


MP 


W.H. Hopper 
Chairman of the Board 
and Chief Executive Officer 


Consolidated Financial and Operating Highlights 


Financial 


1986 


1985 


Earnings after dividends on redeemable 


preferred shares (millions of dollars) 


Internally generated cash from operations 


(millions of dollars) 


Capital expenditures (millions of dollars) 
Property, plant and equipment, 
net of incentives 
Acquisitions including minority 


interests 


123 


Ce 


906 


448 


301 


710 


1010 


*before unusual items 


Operating 


1986 


1985 


Crude oil and field natural gas liquids 
production, net before royalties 


(thousands of m3 per day) 


16.3 


Natural gas production, net 
before royalties 


(millions of m3 per day) 


Natural gas liquids production from 
straddle plants 


(thousands of m3 per day) 


10.2 


2.6 


2.6 


Crude oil processed by 
Petro-Canada 


(thousands of m3 per day) 


47.2 


34.2 


Petroleum product sales 


(thousands of m3 per day) 


44.3 


The past year was a time 
of crisis for the world's oil 


industry. 


Petro-Canada was suffi 
ciently strong and diversified 
to weather the storm. 


Chairman’s Message 
§ 


The past year was a time of crisis for the world’s oil industry, and Canadian companies 
were no exception. In 1986, average crude oil prices were approximately 45 per cent 
below 1985 levels; small increases towards year end were encouraging but prices re- 
mained volatile. Few industries, particularly of the magnitude of Canada’s oil and gas 
business, have had to adapt to such a drastic cut in the price of their primary product. 

The price slide severely tested Petro-Canada’s financial health and its 
entrepreneurial spirit, making it the most critical year yet for the Corporation. 
However, I am pleased to report that 1986 was a year in which good ideas became 
creative solutions, and the Corporation was sufficiently strong and diversified to 
weather the storm. 

Petro-Canada’s performance in this exceptionally difficult year signals the 
successful transition from a policy-guided to a commercially driven company. While in 
the past Petro-Canada was directed to invest aggressively in Canada’s frontier areas, its 
activities and expenditures are now geared to enhancing the Corporation’s already 
substantial financial health and operating capability. This has required a greater focus 
on short-term cash generation, as well as a continued position in the most promising 
energy development projects, thereby providing the potential for dynamic growth in 
the future. 

During 1986, Petro-Canada, in common with the rest of the industry, was forced 
to re-evaluate all of its operations in light of the new business environment. The need 
to concentrate on short-term cash generation meant that tough decisions had to be 
made quickly, with the primary emphasis on developing cost savings and efficiencies 
to improve margins. In the upstream division, costs were reduced through a concerted 
re-examination of all oilfield operations and procedures. In the downstream, marketing 
facilities were rationalized, making assets more productive. Realignment and central- 
ization reduced staff levels in all divisions in order to further cut costs and improve 
productivity. While many of these measures were difficult to implement, and only 
possible through the hard work and understanding of Petro-Canada’s staff, the 
Corporation has gained fundamental efficiencies that will have enduring benefit. 

Petro-Canada’s emphasis on its immediate financial strength has not precluded 


attention to the Corporation’s long-term needs. We are continuing our activity in 


The Corporation hz 


fundamental eff 


that will have enduring 


benefit 


Canada’s offshore and oil sands areas, albeit at a reduced level, and will participate in 


the development of these substantial reserves when they become commercially 
feasible. Petro-Canada expects oil prices to remain volatile in the foreseeable future, so 
that financial risks will continue to be high for new frontier projects. As a result, it 

is likely that Canadian consumers will rely increasingly on imported oil over the 
coming years. This is a fundamental issue facing Canada. It is up to governments 

to decide whether they will provide the financial assistance necessary for industry 

to develop higher-cost domestic reserves and displace at least some of these 

imports, thereby lessening Canada’s vulnerability to interruptions or rising costs 

of imported supply. 

Specific financial results for 1986 were encouraging despite the difficult econo- 
mic climate. Earnings were $123 million. Internally generated cash from operations 
was healthy at $770 million and sufficient to carry out an appropriate level of activity 
for current opportunities, as well as to keep debt manageable. When it becomes 
feasible for Petro-Canada to participate in major new frontier and oil sands develop- 
ments, the Corporation will require considerable additional external financing in a 
judicious mix of debt and equity. 

The year’s results reflect the strengthening of Petro-Canada’s downstream 
division over the last few years. The acquisition and integration of downstream 


operations from BP Canada Inc. in 1983 and Gulf Canada Limited in 1985 and 1986 


have enabled us to develop a large and competitive petroleum products business, with 
significant refining and marketing operations from coast to coast. The contribution 
from downstream operations improved in the second half of 1986, as it did for our 
competitors, but profitability and returns on investment remain modest. However, 
this improvement was significant for the Corporation, allowing it to maintain a 


Financial results for 1986 satisfactory level of investment despite the world oil price slide and the consequent 
were encouraging despite 
the difficult economic 


climate. reduction in upstream cash flow. 


Operating highlights in 1986 included the addition of the modern, efficient 
Edmonton refinery and the integration of the other former Gulf operations within a 
carefully considered strategy to optimize returns. In the upstream, exploration was 
increasingly focused on Western Canada conventional fields, and production was 
held at historically high levels despite cuts in operating expenses. 

Petro-Canada sees its strong commercial performance as consistent with a 
commitment to Canadians. We are here to serve Canada’s energy interests, and are 
dedicated to the development of Canadian projects in a manner that is financially 
sound and beneficial to Canada. In the downstream, our marketing programs involve 
the Corporation in the activities and initiatives of people in every region of the country. 
Petro-Canada continues to press forward in providing opportunities to all Canadians 
through the implementation of its Official Languages Program and active measures 
to promote employment equity. As the largest Canadian-owned energy company, 
Petro-Canada is a leader in sports and safety programs for youth, and supports educa- 
tion, the arts and cultural activities. The Corporation is particularly proud to ask all 
Canadians to share in carrying the Olympic torch across Canada for the 1988 Winter 


Games. 


MA fo 


W.H. Hopper 
Chairman of the Board 


and Chief Executive Officer 


March 23, 1987 


The Refining and Marketing Business 
Prices, Profits and Reinvestment 


In Petro-Canada’s 1985 Annual Report, 
Chairman of the Board W.H. Hopper dis- 
cussed the factors holding down profit- 
ability in the Canadian refining and mar- 
keting industry. He expressed concern 
that returns on investment in the “down- 
stream” refining and marketing sector 
were too low to sustain the continued 
investment required to maintain services 
to the Canadian public. 

To put things into perspective, an 
understanding is needed of the structural 
changes that have challenged and trans- 
formed the downstream industry over the 
past 15 years. These changes continue 
today, and refining and marketing compa- 
nies must continue to respond if they are 
to survive as effective businesses. 


Reasonable financial returns 
are needed so that invest- 
ments to modernize facilities 
can continue. 


ut ce. =. 


Consumer demand has changed 
The price shocks in world crude oil mar- 
kets of 1973-74 and 1978-79, and the more 
gradual price increases in between, trans- 
formed Canadians’ use of energy in gen- 
eral and oil products in particular. Con- 
servation efforts, such as improved home 
insulation and smaller cars with more 
fuel-efficient engines, as well as the switch 
to such alternative fuels as electricity and 
natural gas, led to an unprecedented drop 
in demand for petroleum products. From 
its peak in 1979, total domestic Canadian 
demand for petroleum products declined 
almost 25 per cent by the end of 1985. 
The trend to lower demand accelerated 
as prices peaked in the early 1980s; it had 
so much momentum that overall product 
demand continued to fall in 1986 despite 
the sharp drop in product prices. 

Declining volume was not the only 
challenge facing refiners in recent years. 
Changes in the mix of products required 
by consumers pushed refineries to their 
limits and forced capital investments to 
upgrade and modify them. That trend 
continues, with market patterns and 
environmental concerns both driving 
technological change. 

Increasingly, the market is demand- 
ing more light transportation fuels and 
less heavy product from each barrel of oil. 
In 1979, gasoline, diesel, jet fuel and 
petrochemical feedstocks made up 60 per 
cent of the overall product mix. By 1986 
these light products accounted for 72 per 
cent of production. 


Using domestic and imported 
crude oil, Canadian refineries 
produce a variety of products 
for industrial and consumer 
use. 
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Product pricing 
he more than 60 per cent drop in world crude oil prices in early 1986 created 
expectations among some consumers of a similar drop in retail prices for 
gasoline and other products 

While understandable, such expectations were not realistic. The cost of crude 
oil is only one of several factors which affect the final consumer price. Other 
costs include transportation by tanker or pipeline from wellhead to refinery, 
-efinery processing, distribution from refinery to retail outlets, a margin for the 
dealer, and federal and provincial taxes levied at the pump. Most of these cost 
elements remain unchanged or have even increased. Looking at 1986 gasoline 
srices in Toronto, for example, the price for regular leaded gasoline declined 
11.2 cents over the course of the year, reflecting the 12.2 cents per litre decline in 
crude. Both total taxes levied at the pump and the dealer margin remained rela- 
ively unchanged. The net effect was a small improvement in the amount remain- 
ing to cover the costs of refining, distributing and marketing finished products 
and to provide only a modest return on investment. 

In response to competitive pressure, retail prices fell substantially in 1986. It 
should be appreciated, though, that the downstream sector has struggled through 
a difficult period of contraction and adjustment with very poor returns on capital 
employed. Some turnaround is needed to enable the industry to make the 
investments required in the years to come. Continued gains in efficiency and 
improved marketing returns will be needed to effect that turnaround. 


A price comparison for regu- 
lar gasoline sold at self-serve 
stations in Toronto shows 
the drop in pump price was 
roughly equivalent to the 
lower crude supply cost, 
while other cost components 
stayed about the same. 


January 1, 1986 
December 31, 1986 


Retail pump price 


Retail price breakdown Refining, marketing 


and distribution 


Crude supply cost 


Dealer margin 


Provincial 
tax 


Federal sales 
and excise tax 


Source: Petro-Canada retail price tracking study 
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High, ongoing investments required 
The decline in product demand has 
forced the downstream business to con- 
tract. The refining sector was particularly 
hard hit as refinery utilization rates plum- 
meted. Because they have high, fixed cap- 
ital and operating costs, refineries must 
maintain high utilization rates to operate 
economically. Surplus refining capacity 
across Canada caused 11 refineries, repre-. 
senting 17 per cent of industry capacity, 
to close between 1979 and 1986. Even so, 
average utilization has dropped from 87 
per cent to 80 per cent. More refineries 
could be closed if this situation persists. 

Meanwhile, refiners had to invest 
heavily in new processing equipment to 
keep up with market trends and new 
environmental safeguards. Older refiner- 
ies, built for the product mix and crude 
supply of days past, had difficulty keep- 
ing up, and these were often the first to 
close. On the other hand, a few refiners 
expanded their facilities or built new 
plants with the latest technology, giving 
them some advantage in meeting product 
demand but adding to the general prob- 
lem of overcapacity. 

The fight to retain sales volume in a 
shrinking market has led to sustained 
price competition over the past few years 
in both wholesale and retail marketing, to 
the benefit of the consumer but at a cost 
to the financial health of the industry. 


Declining product demand forced refinery closures 
but excess capacity remains. 
(thousands of cubic metres per calendar day) 
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Source: Statistics Canada and 
Energy, Mines and Resources Canada 


Frequent protracted price wars have been 
a symptom of the imbalance between sup- 
ply and demand. To remain competitive, 
marketers have continued to invest in 
upgrading their retail networks. Never- 
theless, declining sales volumes and low 
margins made more and more outlets 
uneconomic. All companies had to ratio- 
nalize their networks, selling or closing un- 
profitable outlets and finding ways to cut 
costs, boost efficiency and provide more 
competitive prices. These efforts resulted 
in the closure of approximately one quar- 
ter of all retail outlets between 1979 and 
1986. Meanwhile, low wholesale prices 
allowed independent marketers, with no 
refining operations to support, to take a 
significant share of the retail market. 

In addition, the deregulation of crude 
oil and refined product markets has ex- 
posed the Canadian industry to interna- 
tional pricing. While this policy of open 
access helps to maintain a high level of 
competition, it also reinforces the need 
for refineries to become more efficient. 

In short, recent years have been char- 
acterized by sharply lower product de- 
mand, low refinery utilization and intense 
marketing competition at a time when 
refiners and marketers have had to make 
substantial investments in their opera- 
tions. 


Refiners have to invest 
heavily in costly processing 
equipment to meet new 
environmental safeguards 
and keep up with changing 
consumer requirements. 


Source: Petroleum Monitoring Agency 


Profitability has been inadequate 
These dramatic changes have had a tre- 
mendous impact on the industry’s finan- 
cial performance. Data published by the 
Federal Government’s Petroleum Moni- 
toring Agency show just how extreme 
that impact has been. 

In spite of rising crude oil prices 
within Canada between 1980 and 1985, 
downstream revenues showed virtually 
no growth, reflecting the dramatic slump 
in demand. Net income and internal cash 
flow declined sharply, with a consequent 
decline in downstream capital invest- 
ment. 

The return on capital employed in 
the downstream petroleum industry has 
been consistently lower than returns in 
manufacturing, regulated energy utilities 
and most other industries. The average 
downstream rate of return from 1981 to 
mid-1986 was only 3.5 per cent, well 
below rates of return needed to raise new 
capital for continued reinvestment in this 
or any other industry. Estimates for year- 
end 1986 show an improving but still 
inadequate picture. 

Despite these weak financial results, 
many consumers continue to believe that 
product prices are unnecessarily high, 
and that they are kept high by some form 
of collusion among the major companies. 
The reality is that intense competition for 
the remaining market has forced prices 
down, to the benefit of the consumer. 
Exhaustive investigations, such as the 


The financial performance of Canada’s downstream 
industry has been unsatisfactory. 


five-year Restrictive Trade Practices 
Commission inquiry, have found no evi- 
dence of collusion or overcharging. The 
meagre returns the industry has experi- 
enced clearly support the conclusion that 
the consumer has been well served by 

a competitive market for petroleum 
products. 

However, this poor financial perfor- 
mance bodes poorly for the future effec- 
tiveness of the downstream industry. The 
downstream is highly capital intensive, 
with nearly $12 billion of capital currently 
employed in the business. Moreover, 
ongoing capital investments in the order 
of $1 billion annually are required to meet 
changing consumer needs. The down- 
stream is one of Canada’s largest indus- 
tries, with sales of $34 billion in 1985. It is 
also a major employer, supporting over 
120 000 jobs directly and many more 
thousands indirectly. 

Canada’s integrated oil companies 
must now look more to the downstream 
to provide cash flow to sustain explora- 
tion and development, or Canadians may 
soon face depletion of existing oil and 
gas reserves and future shortfalls of sup- 
ply. Improvement in downstream profita- 
bility to levels comparable with those in 
other industries is essential in coping with 
the severe effects of lower crude prices. 


The return on capital employed for the downstream 
industry compares poorly with other industries. 
(per cent return on capital employed) 


(billions of dollars) 1981 1982 1983 1984 1985 1986 
First Half 12 
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Petro-Canada in the downstream 
Petro-Canada is a major participant in the Canadian refining and marketing 
industry, with 21 per cent of the nation’s refining capacity and 23 per cent of the 
gasoline and distillate market. 

Since entering the downstream, Petro-Canada has responded dynamically to 
the challenges of the business, streamlining operations, targeting marketing 
programs to take advantage of company strengths, and achieving greater effi- 
ciency. It seeks to remain in the forefront of innovation, adapting to changing 
conditions in both refining and marketing. Petro-Canada is committed to 
maintaining high standards in safety and environmental protection. With its 
Canadian perspective, it plans to take the lead in meeting the needs of the 
Canadian public. 

Within Petro-Canada, downstream operations have a dual role. They 
provide petroleum products and services to the public, But they also serve as a 
channel through which Canadians can support the development of their coun- 
try’s energy resources. The slogan “Pump your money back into Canada”’ struck 
a very responsive chord among the Canadian public. 

From the beginning of Petro-Canada’s marketing activities, the expectation 
was that cash flow from product sales would help to finance the development of 
energy supplies for Canada’s future. 

With the sudden drop in cash flow from crude oil and natural gas, it is more 
important than ever that the downstream make that kind of contribution to on- 
going energy development. Yet in recent years the return on investment in the 
downstream has been so meagre that it has not even covered downstream 
reinvestment needs. 

Product prices in Canada follow competitive action in a vigorous market. 
Petro-Canada operates in that market on the same basis as other companies, 
striving for a reasonable return on investment that is adequate to sustain a 
vibrant business. 


Financial performance must improve 
Most of the trends outlined here will 
continue into the 1990s. Lower prices and 
economic recovery in much of Canada 
have slowed the decline in product de- 
mand, but it is expected that there will be 
no growth, or possibly a continued 
decline, over the next decade. Transporta- 
tion fuels will increasingly dominate 
product demand, and refiners will have to 
invest more in upgrading their refineries. 
Refiners and marketers must also take 
further steps in environmental protection 
to respond to public concern and new 
legislation. The result will be cleaner, 
safer operations, but substantial capital 
expenditures will be required to achieve 
these benefits. For instance, recent envi- 
ronmental legislation requiring the 
removal of lead from gasoline, and the 
upgrading of underground storage tanks, 
will necessitate investments in the order 
of a billion dollars. 

Vigorous competition among mar- 
keters will continue. Rival companies will 
have to rationalize marketing networks 
further to remain competitive. New ser- 
vices and new products will be needed to 
gain competitive advantage. 

Improved financial performance is 
clearly necessary. Adequate returns are 
needed to meet future investment require- 
ments. They are needed to ensure the long- 
term survival of a downstream industry 
that is able to offer the range of services 
and quality of products that Canadians 
expect. They are also essential to provide 
ongoing employment and business oppor- 
tunities, directly and indirectly, to hun- 
dreds of thousands of Canadians. 


Additional copies of this article 
can be obtained from 
Petro-Canada, Public Affairs 
P.O. Box 2844 

Calgary, Alberta 
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Discussion of Results 


Swift reaction to world 

oil price changes 
Petro-Canada’s financial and operating 
results for 1986 were driven by the dra- 
matic fall in crude oil prices. In Novem- 
ber of 1985, international crude oil prices 
were about U.S. $31 (Cdn. $42) per bar- 
rel; by March 1986, they had dropped to 
nearly U.S. $10 (Cdn. $14). During the re- 
mainder of the year, the price fluctuated 
between U.S. $11 and $18 (Cdn. $15 and 
$25). Negotiations within OPEC prod- 
uced a series of tenuous agreements that 
limited further price drops and at times 
held hope for some price recovery. The 
overall result for Canada’s oil and gas 
industry was that both the value of hydro- 
carbons produced and the value of re- 
serves remaining in the ground fell sub- 
stantially. 

Petro-Canada quickly recognized 
that the price drop was not an aberration 
that would soon reverse itself, but a fun- 
damental reaction to an imbalance 
between supply and demand. In January 
1986, Petro-Canada began a complete 
review of objectives, strategies and 
planned activities. Rather than counting 
on future price increases for relief, the 
Corporation assumed a low and unstable 
crude oil price environment. Among the 


strategies pursued by the Corporation 


were making the most of existing assets, 
cutting costs wherever possible, downsiz- 
ing the organization and keeping it flex- 
ible, and selectively investing for short- 
term cash flow. The Corporation’s results 
for the year indicate that the crisis was 
successfully managed. 

Operating results held firm 
Petro-Canada’s upstream production re- 
sults were not markedly different from 
those of 1985. Production of conventional 
crude rose slightly as earlier investments 
came on stream and production efficien- 
cies were improved. The Syncrude plant 
operated reliably throughout the year and 
production of synthetic crude reached a 
record level. Natural gas production was 
below 1985 levels due to lower demand 
in the United States for Canadian gas. 
Production of field natural gas liquids 
increased substantially as production 
from new facilities more than offset the 
impact of lower gas sales. 

In the downstream, increased 
volumes of crude oil processed at the 
Corporation’s refineries as well as higher 
petroleum product sales resulted from the 
Gulf acquisition and Petro-Canada’s 
strong presence in every product and 


market segment. 


Financial results encouraging in an 

exceptionally difficult year 
Consolidated earnings (before unusual 
items and after redeemable preferred 


share dividends) were $123 million in 


in the application of the full cost method 
of accounting. A key issue is the maximum 
amount of costs which may be capitalized 
(the ‘‘ceiling test”). In conducting the ceil- 


ing test at December 31, 1986, the Corpo- 


Capital expenditures on property, plant and equipment 
net of petroleum incentive program grants* 
(millions of dollars) 


1986, up 28 per cent from $96 million in ration followed the CICA’s prescribed 


1985. Reflecting the drop in crude oil 
prices, Resources Division earnings 
declined from $197 million in 1985 to 
$57 million in 1986. Products Division 
earnings climbed from a loss of $22 mil- 
lion to earnings of $115 million. 

The Corporation’s results were signi- 
ficantly better than those anticipated 
earlier in the year. This improved perfor- 
mance was largely a result of manage- 
ment’s actions in reducing costs, as well 
as increases in downstream margins in 
the second half of the year. Financial re- 
sults were also greatly assisted by the Gulf 
acquisition and the carefully implemented 
integration of the two organizations. 

Effective January 1, 1986, the Corpo- 
ration modified prospectively its full cost 
method of accounting in accordance with 
the Canadian Institute of Chartered 
Accountants’ (CICA) Accounting Guide- 
line “Full Cost Accounting in the Oil and 
Gas Industry”. The purpose of the Guide- 
line is to narrow the range of acceptable 


alternatives which are currently practiced 


10 


method which applies year-end prices and 
costs to oil and gas reserves and makes 
provision for financing costs, administra- 
tive overhead and income taxes. The 
Corporation met the ceiling test by a 
substantial margin. 

Internally generated cash from oper- 
ations (after redeemable preferred share 
dividends) of $711 million in 1986 was 
down 14 per cent from $828 million a year 
earlier. Cash generated by the Resources 
Division decreased from $847 million in 
1985 to $399 million. Cash contributions 
from the Products Division increased 
from $71 million in 1985 to $346 million 
in 1986. 

Capital employed by the Corporation 
at year-end 1986 amounted to $7 105 
million, compared to $6 783 million a 
year earlier. Cash flow return on capital 
employed declined from 12.2 per cent in 
1985 to 11.1 per cent in 1986. 

Early in the year, Petro-Canada 
moved decisively to downsize and stream- 
line the Corporation. Cost-cutting mea- 


sures and further efficiency gains were 


800 


1982 


1983 


*excludes acquisitions 


1984 


sought in every department. The total 
staff complement was reduced by 23 per 
cent after adjustment for the addition of 
Edmonton refinery personnel in April. 
Divisional reorganizations were under- 
taken to ensure that available staff were 
effectively assigned to priority functions. 
Some centralization was deemed neces- 
sary and several groups of employees 
were relocated. 

Investment activities tailored to new 

business environment 
Capital commitments were cut back in 
1986, with emphasis placed on selectively 
investing for short-term cash flow while 
at the same time maintaining interests in 
the more promising longer-term develop- 
ment projects. In particular, investments 
in the Corporation’s exploration program 
were reduced and the focus was shifted 
from the frontiers to conventional oil and 
gas properties in Western Canada. Capital 
expenditures in the refining and market- 
ing business were also limited to the 
extent possible during integration of the 
former Gulf operations. 

Capital expenditures on property, 
plant and equipment after deducting 
incentives decreased 37 per cent from 
$710 million in 1985 to $448 million in 
1986. Approximately $72 million of the 


Corporation’s capital spending was allo- 


cated to exploration for conventional oil 
and gas in Western Canada, $57 million to 
frontier exploration, $179 million for pro- 
duction operations, and $111 million for 
refining and marketing. An additional 
$301 million was invested in purchasing 
the assets and related working capital of 
the former Gulf Canada Limited refinery 
in Edmonton. The purchase, which was 
provided for under the terms of the 1985 
acquisition agreement, took effect on 
April 1, 1986. It provides Petro-Canada 
with one of the largest, most modern and 
efficient refineries in the country. In addi- 
tion, it increases the Corporation’s refin- 
ing capacity in Western Canada, where 
market share for petroleum products rose 
substantially as a result of the 1985 Gulf 
acquisition. 

Financial structure improved 
In May, the Corporation completed the 
issue of U.S. $200 million ten-year 714% 
debentures on the Eurobond market. In 


December, the Corporation issued U.S. 


$200 million of thirty-year 814% debentures 


in the United States. The proceeds from 
these debentures, totalling Cdn. $556 mil- 
lion, were used in part to reduce short- 
term indebtedness and refund other float- 


ing rate indebtedness. 


Dividends of $59 million paid on 
redeemable preferred shares in 1986 were 
lower than in 1985 due to lower interest 
rates and share redemptions. A decline in 
operating working capital of $406 million 
was brought about by falling crude oil 
prices, which lowered the investment in 
crude oil and petroleum product invento- 
ries and in accounts receivable. 

The Corporation’s interest coverage 
ratio for 1986 was 6.3. In addition, inter- 
nally generated cash from operations of 
$770 million was more than sufficient to 
fulfil Petro-Canada’s fixed financial obli- 
gations, including both debt and the 
scheduled redemption of term preferred 
shares. Overall, financial ratios compared 
well with those at the end of 1985, demon- 
strating the Corporation’s quick response 
to changing conditions so as to maintain 
the integrity of its financial structure. 

While Petro-Canada’s financial posi- 
tion remains fundamentally sound, it 
would be imprudent to rely exclusively 
on debt for any substantial new capital 
requirements arising from major expan- 
sion of the Corporation’s activities. Con- 
siderable additional external financing 
will be required if the Corporation pro- 
ceeds with major new development 


projects. 
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Financial and operating profile 


Financial 1986 1985 
Revenue (millions of dollars) 1080 1636 
Earnings (millions of dollars) 57 197 
Average capital employed 

(millions of dollars) 4104 4642 
Cash flow return on average 

capital employed (per cent) 10.0 18.1 
Capital expenditures 

(millions of dollars) 319 520 
Operating 1986 1985 
Crude oil and field natural gas 

liquids production, net before 

royalties (thousands of m3 per day) 

Conventional crude oil 10.7 10.4 

Synthetic crude oil 3.5 3.5 

Field natural gas liquids 2.1 1.8 
Natural gas production, net 

before royalties 

(millions of m per day) 10.2 11.6 
Natural gas liquids production 

from straddle plants 

(thousands of m3 per day) 2.6 2.6 
Proven reserves of crude oil and 

natural gas liquids, net before 

royalties (millions of m3) 88.6 92.3 
Proven reserves of natural gas, 

net before royalties 

(billions of m3) 96.7 98.8 
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Resources Division Highlights 


The Resources Division results reflect the 
effectiveness of Petro-Canada’s response 
to the collapse of world oil prices and 
weak natural gas export markets. Produc- 
tion margins were maximized by reduc- 
ing operating costs while increasing pro- 
duction rates of crude oil and natural gas 
liquids. Restructuring eliminated one or 
more levels of supervision and merged 
some departments, resulting in a smaller, 
more focused organization that is appro- 
priate to meet the new business environ- 
ment. In addition, capital investments 
were reduced and increasingly directed 
towards field improvements that would 
immediately generate cash flow. 
Production of crude oil and field 
natural gas liquids was 16 300 cubic 
metres per day in 1986, up 4 per cent from 
1985. Because of lower demand, daily 
production of natural gas dropped 12 per 
cent to 10.2 million cubic metres. During 
the year, 250 000 cubic metres of crude oil 
and natural gas liquids and 591 million 
cubic metres of natural gas were added 


to the Corporation’s reserves base, before 


production. 


Despite sharply reduced revenues 
from production, the Resources Division 
was able to provide earnings of $57 mil- 
lion in 1986. Cash contributions reached 
$399 million. Cash flow return on average 
capital employed was 10.0 per cent in 
1986. 

Production returns optimized 
Operating costs for company-operated 
conventional fields were reduced from 
1985 levels. This was achieved as a result 
of an intensive review of all Petro-Canada 
operated producing properties as well as 
careful attention to detail at the field level. 

While heavy emphasis was placed on 
cost reduction, an equal effort was made 
to maintain production. Well workovers 
were conducted more selectively and 
plant turnaround work was planned with 
greater emphasis on minimizing costs 
and downtime. Product recovery in- 
creased at a number of natural gas pro- 
cessing plants following a careful study 
of process operating conditions and 
potential efficiencies. 

Productivity improvements at the 
Utikuma Lake oilfield illustrate the gains 
made through the focus on efficiency in 
1986. Though the field is relatively ma- 
ture, a variety of technical, operational, 


marketing and management innovations 


Pumpjacks bring oil to 

the surface at locations 
throughout Western 
Canada. Petro-Canada is 
one of the country’s largest 
producers of crude oil and 
natural gas liquids. 
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Crude oil and field natural gas liquids 
production, net before royalties (thousands 


of cubic metres per day) 
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1985 


1986 


resulted in a 30 per cent increase in crude 
oil production volumes while operating 
costs were reduced 26 per cent from 

1985 levels. 

During 1986, the Resources Division 
took advantage of opportunities to make 
supplemental oil sales and thereby en- 
hance production revenues. The supple- 
mental oil sales program allows producers 
to sell, outside of regular sales contracts, 
portions of their production shut in by 
prorationing. For Petro-Canada, these 
sales amounted to 5 per cent of total 
oil production for the year. 

Natural gas marketing emphasized 
During the one-year transition period that 
preceded deregulation of Canada’s natu- 
ral gas industry on November 1, 1986, 
Petro-Canada intensified its natural gas 
marketing activities. The Resources Di- 


vision’s gas marketing capability was 


John Wasson, Brazeau area 
superintendent, m 


operations 


significantly strengthened in order to 
compete aggressively in the newly 
deregulated domestic and export sales 
markets. 

Direct gas sales were sought in 
British Columbia, where the Corporation 
holds extensive reserves. On the first day 
of fully deregulated marketing, contracts 
were signed with pulp mills in Prince 
George and Prince Rupert for a total of 
480 000 cubic metres a day. 

Deregulation has opened a poten- 
tially large internal sales market for natu- 
ral gas, particularly within Alberta. The 
ability to supply the Corporation’s gas to 
Petro-Canada’s own refineries, proces- 
sing plants and other facilities makes it 
possible to operate natural gas facilities at 
higher load factors and to accelerate the 
connection of proven gas reserves. One 
natural gas field which the Corporation be- 
gan to develop in 1986 as a result of this 
linkage was the Chard field near Fort 
McMurray, Alberta. Even in a year of de- 


pressed market conditions, arrangements 


for internal sales allowed investments to 
begin for construction of a sweet gas 
plant and a gathering system to tie in 
14 production wells. 

Oil sands projects managed 

effectively 
At the Syncrude oil sands mining proj- 
ect near Fort McMurray, Alberta, produc- 
tion during 1986 reached a record level. 
Petro-Canada’s 17 per cent ownership 
share amounted to 3 500 cubic metres per 
day of synthetic crude. While near- 
capacity production helped to minimize 
the impact of high fixed costs, an 
expenditure reduction program further 
cut variable operating costs. Major cost 
reductions were achieved through delayed 
overburden removal, extended 
maintenance schedules and lower levels 
of corporate and technical support. 
Capital expenditures were re-examined 
and the expected completion of the 
capacity addition project, anticipated to 
cost a total of $740 million, was delayed 
by one year to the end of 1988. 

During 1986, Syncrude owners and 


the Alberta Government agreed to con- 


duct engineering work on the feasibility 
of increasing plant capacity to about 
32 000 cubic metres a day. 

Petro-Canada maintained its 50 per 
cent involvement in the partner-operated 
in situ oil sands project at Wolf Lake, in 
northeastern Alberta. The Corporation’s 
share of production averaged over 550 
cubic metres per day of bitumen by year 
end. In mid-1986, Petro-Canada and its 
partner initiated work on expanding the 
project’s capacity to 1 300 cubic metres a 
day. This $23 million expenditure will 
serve to optimize the performance of the 
existing Wolf Lake project. 

Discussions are underway with the 


Corporation’s partner and governments 


regarding possible further expansion of 
the Wolf Lake project to a total capacity of 
3 300 cubic metres per day. 

Exploration refocused on 

Western Canada 
With the sharp decline in crude oil prices, 
Petro-Canada’s exploration activity em- 
phasized lower-cost supply sources in the 
Western Sedimentary Basin. 

During the year, significant oil and 
gas reserves were added to the Corpora- 
tion’s proven reserves base. Most notable 
were the Sousa and Shekilie discoveries 
in northwestern Alberta. These and other 
oil and gas discoveries resulted in acceler- 
ated follow-up drilling. 

The Corporation’s 11-year explo- 
ration program off Canada’s East Coast 
entered a transition phase during 1986. 


Several delineation wells, such as the en- 
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Bill Fleming, operations 
superintendent, and 
Dwayne Zeller, process 
supervisor, maintain excel- 


ant performance and 


ability at the Empress 


facility. The natural gas lig- 


uids straddle plant, 92 per 
owned by Petro 
ada, is the country’s 


largest. 


couraging Terra Nova I-97 and Cohasset 
A-52, provided a more complete assess- 
ment of earlier discoveries. Petro-Canada 
is continuing its evaluation of discovered 
fields and its active role in the delineation 
of the best development opportunities. 
Petro-Canada also conducted a mod- 
est international program. Exploration in 
Colombia, Ecuador, Indonesia and Papua 
New Guinea is aimed at finding signifi- 
cant reserves of low-cost light crude oil to 
add to the Corporation’s asset base. 
Selective involvement maintained in 
the most attractive major projects 
At year-end 1986, there were no plans 
to proceed immediately with any 
major development projects. However, 
Petro-Canada maintained its interest in 
the more promising of Canada’s frontier 


and oil sands development opportunities. 


Natural gas production, net before royalties 
(millions of cubic metres per day) 


1982 1983 1984 1985 1986 


During the year, the Corporation contin- 
ued to work with partners and the federal 
and provincial governments to ensure 
that opportunities are advanced with 
appropriate timing and adequate assur- 
ance of economic success. 

In April, the Canada/Newfoundland 
Offshore Resources Board approved, with 
a number of terms and conditions, the 
Hibernia Development Plan. Negotiations 
were underway at year end between the 
Hibernia partners and the federal and 
provincial governments on fiscal arrange- 
ments, taking into account the exception- 
ally large front-end capital investment, 
the long lead-time before first revenues, 
and low crude oil price projections. 

Overall, Petro-Canada has a stronger 
oil and gas position off Canada’s East 
Coast than any other company, providing 
an excellent base on which to build long- 


term profitability. 


Natural gas is prepared for 
pipeline shipment at pro- 
cessing plants in Western 
Canada. Deregulation will 
open up new markets for 
Petro-Canada's natural gas. 
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Financial and operating profile 


Financial 1986 1985 
Revenue (millions of dollars) 4588 4350 
Earnings (millions of dollars) 115 (22) 
Average capital employed 

(millions of dollars) 2846 2580 
Return on average capital employed 

(per cent) 4.0 (0.9) 
Capital expenditures 

(millions of dollars) 118 168 
Acquisitions including minority 

interests (millions of dollars) 301 1010 

Operating 1986 1985 
Crude oil processed by Petro-Canada 

(thousands of m3 per day) 47.2 34.2 
Refinery capacity 

(thousands of m per day) 65.5 46.2 
Petroleum product sales 

(thousands of m3 per day) 44.3 35.5 
Number of retail and 

wholesale outlets 4344 4620 
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Products Division Highlights 


During 1986, Petro-Canada took advan- 
tage of the many opportunities afforded 
by the September 1985 acquisition of 
refining and marketing assets from Gulf 
Canada Limited. Above all, the Corpora- 
tion took careful stock of its consolidated 
assets and competitive position, and pro- 
ceeded to formulate a new set of objec- 
tives and strategies for its Products 
Division. 

Integration of supply, refining, 
research and development, wholesale 
marketing and retailing, as well as busi- 
ness systems, was largely completed by 
the end of 1986. An across-the-board 
restructuring was accompanied in some 
instances by the relocation of functions, 
such as the transfer of some 250 executive 
and professional positions from Toronto 
to Calgary. From this work, Petro-Canada’s 
Products Division has emerged as an effi- 
cient new entity and a significant force in 


the nation’s petroleum refining and mar- 


keting industry. 


Products Division operating results 
reflected the Corporation’s strong pres- 
ence in every aspect of the business. 
Crude oil processed by Petro-Canada’s 
refineries averaged 47 200 cubic metres 
per day in 1986, with refinery utilization 
of 72 per cent. Sales of refined petroleum 
products over the year were 44 300 cubic 
metres per day. The number of marketing 
outlets was reduced by 6 per cent to 4 344. 

Consistent with the Corporation’s ex- 
pectations, Petro-Canada’s sales volumes 
declined slightly after the Gulf acquisition. 
Marketing programs continued to be fo- 
cused on products and markets where 
the company can take advantage of its 
product quality, operating capability and 
market representation to improve its 
return on investment. 

Downstream earnings of $115 million 
in 1986 represented a significant gain 
over 1985. Primarily a reflection of 
improved margins during the second half 
of the year, these earnings led to a return 
on average capital employed of 4.0 per 
cent for the Products Division. Despite 
this improvement, returns in the refining 
and marketing business remain below 


acceptable levels. 


and then shipped by truck to 


iolesale and retail outlets. 


Petro-Canada is the nation’s 


number two marketer of 


petroleum products. 
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Refinery capacity and crude oil processed 
(thousands of cubic metres per day) 


1982 1983 1984 1985 1986 


® Crude oil processed 
@ Refinery capacity 


Ford Ralph was the ongo 
ing program to reidentify 
retail gasoline outlets. 
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Modern, efficient Edmonton 

refinery purchased 
A significant event for Petro-Canada was 
the purchase, on April 1, 1986, of the 
former Gulf Canada Limited refinery at 
Edmonton. Totally rebuilt in 1971, the 
refinery was expanded in 1982 to include 
a dedicated processing capability for syn- 
thetic crude oil — the first of its kind in 
Canada. The facility can handle up to 
19 300 cubic metres a day of crude oil, 
including approximately 6 600 cubic 
metres a day of synthetic crude trans- 
ported by pipeline from the Syncrude oil 
sands plant. The Edmonton refinery pro- 
duces mostly gasolines, aviation fuels, 
solvents, diesels and by-products such as 
propane, butane and coke. These prod- 
ucts are transported by road, pipeline and 
rail to destinations across Western 
Canada. 

The Edmonton refinery is recognized 


as one of the most modern and efficient 


in the country. Key reasons for this are its 
excellent feedstock and product yield 
flexibility, and its capacity to produce a 
high ratio of light oil products. The refin- 
ery is also close to a variety of crude oil 
supply sources which limits the need for 
tankage and on-site inventories. The Cor- 
poration is achieving further efficiencies 
at the refinery through installation of 
state-of-the-art computerized controls. 

Marketing facilities and business 

practices streamlined 
Competition in the marketplace and cus- 
tomer expectations for low prices force a 
continual search for further efficiencies 
in both business practices and facilities. 
This effort has been a driving force in 
managing the integration of the former 
Gulf and Petro-Canada networks. 

At year end, a major facility and 
systems rationalization program was 
nearing completion. Several product dis- 
tribution terminals were closed, yielding 
a reduction in fixed costs and inventory 
requirements. 

On Vancouver Island, Petro-Canada 
closed its Victoria distribution termi- 
nal and rebuilt and upgraded its facility 
in Nanaimo. Gasoline and distillates 
are now transported by barge from 


Petro-Canada’s Port Moody refinery and 


Jim Murphy, Edmonton 

Refinery manager, oversees 
one of the most technologi 
cally sophisticated refining 


operations in Canada. 


distributed by truck from the Nanaimo 
terminal to sales locations across 
Vancouver Island. 

Programs are also well underway to 
standardize the accounting, credit and 
distribution practices being used by mar- 
keting outlets across the country. An 
example is the Corporation’s light oils 
distribution system which provides auto- 
mated inventory control and improved 
delivery scheduling to retail outlets. 

New, high-quality products 

emphasized 
Petro-Canada decided early in 1986 to 
target its product development work on 
markets where higher standards of per- 
formance are required. In May, the Cor- 
poration became the first to introduce a 
gasoline that was substantially different 
from that of its competitors. The propri- 
etary product, called ““‘The New 1”, isa 
super unleaded gasoline formulated in 
response to growing consumer demand 
for premium-grade gasolines. ‘““The 


New 1” cleans both carburetor and fuel- 


ORDINAIRE 


Suzanne Renaud, a market- 
ing representative in Petro- 
Canada’s eastern region, 
works to ensure that retail 
outlets provide the quality 
of service that consumers 
demand. 


injection systems and achieves superior 
engine performance and reduced mainte- 
nance costs — product characteristics 
increasingly sought by motorists con- 
cerned about extending the useful life of 
their vehicles or ensuring that new high- 
performance engines function the way 
they were designed. 

Later in the year, Petro-Canada began 
to extend these benefits to other gasolines, 
with special deposit control additives 
being blended in “Unleaded Plus” and 
“Regular Plus”’. 

Towards year end, following exten- 
sive research at the Corporation’s Sheri- 
dan Park facility, Petro-Canada intro- 
duced a new top-of-the-line lubricant 
called “Premium Turbo Tested” motor 
oil. Development of this product involved 
taking a very stable, specially segregated 
base stock from the Clarkson refinery’s 


HydroTreating (HT) process and blending 


it with the latest in motor oil additives. 
“Premium Turbo Tested’’ motor oil is 
made to withstand the extremely hot tem- 
peratures and high loads generated by 
today’s turbo-charged and smaller, high- 
revolution engines. After rigorous testing 
at Sheridan Park, ‘“‘Premium Turbo 
Tested” motor oil was sent to Europe for 
further evaluation. In West Germany, the 
lubricant was subjected to the demanding 
Kombi Engine Test and officially approved 
for use in all Mercedes-Benz gasoline and 
diesel passenger car engines. 

New products have also been 
launched by Petro-Canada for commer- 
cial and industrial consumers. An exam- 


ple was the introduction in late 1986 of 


Petroleum product sales 
(thousands of cubic metres per day) 


40 


Mt 


1982 1983 1984 1985 1986 


@ Gasoline 
B® Distillates 
W@ Other 


ZA 


22 


“Super Compressor Oil”. Manufactured 
from HT base oil and a unique patented 
blend of anti-oxidant additives developed 
by Petro-Canada, ‘“‘Super Compressor Oil” 
dramatically increases the length of time 
between servicing of compressor units. 

Advanced marketing system 

successfully tested 
By year-end 1986, automated on-line sales 
data and credit authorization equipment 
had been installed and tested at several 
pilot service stations. Successful results 
led to the decision to begin installing this 
point-of-sale equipment throughout the 
Corporation’s retail network, beginning 
in early 1987. Savings are expected in 
credit administration costs and working 
capital reductions. 

Other advanced marketing systems, 
including island card terminals, are being 
piloted at selected retail outlets. Further 
developmental work will proceed on the 
basis of consumer reaction and evidence 
of potential business efficiencies. The 
Corporation is also actively pursuing 
automation initiatives in wholesale 


markets. 


eslie Lynch, a customer 


manager in Petro 
Canada's central region 
works with retailers and 
omers to provide 


the best possible service. 


Renewed energy directed towards 

customer service 
The Corporation’s Products Division is 
now able to offer further improvements in 
customer service. Canadians have access 
to a complete range of Petro-Canada 
manufactured products through an 
extensive network of service stations and 
wholesale outlets in every region of the 
country. The Corporation converted to 
the Petro-Canada brand about one third 
of the former Gulf outlets during 1986, 
concentrating on higher-volume facilities. 
Much of the remaining reidentification 
will be completed by the end of 1987. 

In addition to offering a range of 
new, high-quality products, Petro-Canada 
has set its sights on providing the best 
customer service in the industry. During 
the second half of 1986, the Corporation 
introduced new standards for customer 
service at retail and wholesale outlets in 
each region. These standards are being 
communicated throughout the network 
by means of a multi-faceted customer 
relations and training program. Success- 
ful, consistent attainment of these stan- 
dards is encouraged by incentives such 
as the Club Excellence and Petro-Pride 


programs. 
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Corporate Responsibility 


As Canada’s national oil company, 
Petro-Canada pays extra attention to 
operating in ways that benefit Canadians. 
For many years this has meant, where 
possible, buying from Canadian suppliers 
to promote the growth of domestic busi- 
nesses and employment. In areas where 
Petro-Canada has production and proces- 
sing facilities, the Corporation has consis- 
tently supported community events. 
More recently, the Corporation’s larger 
marketing network has provided new 
opportunities for Petro-Canada to touch 
the lives of Canadians. 

For example, dealers and agents are 
encouraged to become involved in the 
communities in which they do business, 
with such programs as women’s Car care 
clinics, children’s bicycle safety and 
youth sports. Retail gasoline promotions 
are directly linked to support for worth- 


while Canadian initiatives, such as 
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restoration of the Bluenose II, backing 

for promising Canadian Olympic athletes, 
and building hostels for visiting parents 
at children’s hospitals. 

Petro-Canada’s donations program is 
balanced among all regions of the coun- 
try, focusing on arts and cultural events, 
education, and such community-based 
organizations as United Way/Centraide. 

The Corporation pays special atten- 
tion to environmental protection. In both 
upstream and downstream operations, 
environmental audits bring potential 
problems to the attention of management, 
thereby ensuring that activities are 
carried out in a responsible manner. 

To support the federal government’s pro- 
motion of a more lead-free environment, 


Petro-Canada has reduced lead levels in 


cort 
during 


its gasoline, and has actively participated 
in the campaign against misfueling 
initiated by the Petroleum Association for 
Conservation of the Environment and the 
Federal Department of the Environment. 
Petro-Canada’s most exciting current 
initiative in the area of community involve- 
ment is its sponsorship of the 1988 
Olympic Torch Relay. The Corporation 
undertook this enormous, 88-day project 
because it was an opportunity to invite all 
Canadians to share in the Olympic experi- 
ence. The flame will be carried from St. 
John’s, Newfoundland, along an 18 000 
kilometre route through all provincial 
capitals, major population centres and 
regions of the country. Every Canadian 
will be given a chance to participate. 
As the Games open on February 13, 1988, 
Petro-Canada will have helped Canadians 
show the world the diversity and spirit of 
their country. A legacy of involvement 
with the Olympics will be left with thou- 
sands of Canadians, in hundreds of com- 


munities across Canada. 
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Petro-Canada 


Management’s Responsibility 
for the Financial Statements 


The financial statements have been pre- 
pared by management in accordance with 
generally accepted accounting principles 
appropriate in the circumstances. Man- 
agement is responsible for the other infor- 
mation in the Annual Report, which is 
consistent, where applicable, with that 
contained in the financial statements. 
Management is also responsible for in- 
stalling and maintaining a system of inter- 
nal control to provide reasonable assur- 
ance that reliable financial information is 
produced. The Corporation has an inter- 
nal audit department whose functions 
include reviewing the system of internal 
control to ensure that it is adequate and 
functioning properly. 

The Board of Directors is responsible 
for ensuring that management fulfills its 
responsibilities for financial reporting and 
internal control. The Board exercises its 
responsibilities through the Audit Com- 
mittee of the Board, a majority of which is 


composed of directors who are not em- 
ployees of the Corporation. The commit- 
tee meets with management, the internal 
auditors and the external auditors to sat- 
isfy itself that responsibilities are prop- 
erly discharged and to review the finan- 
cial statements. 

The external auditors conduct an 
independent examination, in accordance 
with generally accepted auditing stan- 
dards, and express their opinion on the 
financial statements. Their examination 
includes a review and evaluation of the 
Corporation’s system of internal control 
and appropriate tests and procedures to 
provide reasonable assurance that the 
financial statements are presented fairly. 
The external auditors have full and free 
access to the Audit Committee of the 
Board. 


Auditors’ Report 


To the Honourable Marcel Masse, P.C., M.P. 
Minister 

Energy, Mines and Resources Canada 
House of Commons 

Ottawa, Ontario 


We have examined the consolidated bal- 
ance sheet of Petro-Canada (incorporated 
by Special Act of the Parliament of Canada) 
as at December 31, 1986 and the related 
consolidated statements of earnings, 
retained earnings and changes in finan- 
cial position for the year then ended. Our 
examination was made in accordance 
with generally accepted auditing stan- 
dards, and accordingly included such 
tests and other procedures as we consid- 
ered necessary in the circumstances. 

In our opinion, these consolidated 
financial statements present fairly the 
financial position of the Corporation as at 
December 31, 1986 and the results of its 
operations and the changes in its finan- 
cial position for the year then ended in 
accordance with generally accepted 
accounting principles applied, except for 
the change (with which we concur) in full 
cost accounting as explained in Note 2 to 
the consolidated financial statements, on 
a basis consistent with that of the preced- 
ing year. 


We further report that, in our opin- 
ion, the transactions of the Corporation 
and its consolidated wholly owned subsi- 
diaries that have come to our notice in 
the course of our examination of the 
consolidated financial statements of 
Petro-Canada were, in all significant 
respects, in accordance with the Finan- 
cial Administration Act and the regula- 
tions thereto, the charter and by-laws of 
the Corporation and its consolidated 
wholly owned subsidiaries and any direc- 
tives given to the Corporation. 


Ce es 


Chartered Accountants 


Calgary, Alberta 
February 17, 1987 
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Petro-Canada 


Consolidated Balance Sheet 
As at December 31, 1986 


(stated in millions of dollars) 


Assets 1986 1985 
Current Assets 
Accounts receivable $ 874 $ 1307 
Inventories (Note 4) 553 1110 
Income taxes recoverable 20 10 
Deposits and prepaid expenses 35 33 
1 482 2 460 
Investments (Note 5) 356 291 
Property, Plant and Equipment, net (Note 6) 6 223 6 030 
Deferred Charges (Note 7) 78 65 
$ 8139 $ 8 846 


Approved on behalf of the Board 
Director 


or 


Director 


Liabilities and Shareholder’s Equity 1986 1985 
Current Liabilities 
Outstanding cheques less cash $ 88 $ 22 
Accounts payable and accrued liabilities 933 1 489 
Current portion of long-term debt 13 20 
Short-term notes payable — 532 
1 034 2 063 
Long-term Liabilities 69 198 
Long-term Debt (Note 8) 805 269 
Advances on Future Natural Gas Deliveries 129 146 
Deferred Income Taxes 1 469 1 304 
Redeemable Preferred Shares (Note 9) 922 1 224 
Capital (Note 10) 4161 4161 
Deficit (450) (519) 
3 711 3 642 
$ 8139 $ 8 846 
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Petro-Canada 


Consolidated Statement of Earnings 
For the Year Ended December 31, 1986 


(stated in millions of dollars) 


1986 1985 
Revenue 
Operating $ 5 089 $ 5 300 
Investment and other income 83 81 
5 172 5 381 
Expenses 
Crude oil and product purchases 2 405 2 901 
Marketing, general and administrative 787 552 
Producing and refining 576 553 
Taxes other than income taxes (Note 11) 512 428 
Depreciation, depletion and amortization 394 410 
Interest on long-term debt 36 24 
Other interest 31 — 
4741 4 868 
Earnings before Undernoted Items 431 513 
Provision for Income Taxes (Note 12) 
Deferred 165 296 
Current 84 45 
249 341 
182 2) 
Minority Interest _ 2 
Earnings before Unusual Items and Dividends 
on Redeemable Preferred Shares 182 174 
Unusual Items (Note 13) — (865) 
Net Earnings (Loss) before Dividends 
on Redeemable Preferred Shares 182 (691) 
Dividends on Redeemable Preferred Shares (Note 9) 59 78 
Net Earnings (Loss) after Dividends 
on Redeemable Preferred Shares $ 123 $ (769) 


Petro-Canada 


Consolidated Statement of Retained Earnings 
For the Year Ended December 31, 1986 


(stated in millions of dollars) 


Retained Earnings (Deficit) at Beginning of Year 


Net earnings (loss) before dividends on 
redeemable preferred shares 


Dividends — Redeemable preferred shares 
— Common shares 


Exchange adjustment on redemption of 
redeemable preferred shares 


Transfer from contributed surplus 


Retained Earnings (Deficit) at End of Year 


1986 1985 
(519) 255 
182 (691) 
(59) (78) 
= (50) 
(54) (17) 
= 62 
(450) (519) 
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Petro-Canada 


Consolidated Statement of Changes in Financial Position 
For the Year Ended December 31, 1986 


(stated in millions of dollars) 


1986 1985 
Internally Generated Cash 
Working capital provided from operations (Note 14) $ 728 $ 870 
Proceeds from sale of property, plant and equipment 59 64 
Advances on future natural gas deliveries (17) (28) 
Internally generated cash from operations 770 906 
Decrease in operating working capital (Note 15) 406 16 
1176 922 
Investment Activities 
Acquisition of Gulf Canada Limited assets (Note 3) 301 714 
Expenditures on property, plant and equipment 614 1 059 
Petroleum Incentive Program grants (166) (349) 
Increase in deferred charges 24 4 
Increase (decrease) in investments, net 57 (330) 
Decrease in minority interest in subsidiaries _ 296 
830 1 394 
Financing Activities and Dividends 
Proceeds from issue of long-term debt 556 165 
Increase (decrease) in short-term notes payable, net (532) 532 
Redemption of redeemable preferred shares (356) (105) 
Dividends — Redeemable preferred shares (59) (78) 
— Common shares _ (50) 
Reduction of long-term debt (21) (47) 
(412) 417 
Decrease in Cash (66) (55) 
Cash (Deficiency) at Beginning of Year (22) 33 
Cash (Deficiency) at End of Year $ (88) Sen (22)) 


Petro-Canada 


Notes to Consolidated Financial Statements 
December 31, 1986 


(stated in millions of dollars) 


Note 1: Summary of Significant Accounting Policies 


SS a SS gS PC 


(a) Basis of Consolidation 

The consolidated financial statements include the accounts 
of Petro-Canada, an agent of Her Majesty in right of 
Canada, and of all subsidiary companies (“the Corpora- 
tion’’) except Canertech Inc., which is excluded for the 
reason described in Note 5. 

The excess of the consideration paid for the shares of 
subsidiaries over the underlying net book values at the dates 
of acquisition is attributed to the related assets acquired and 
is amortized over the life of these assets. 


(b) Inventories 
Inventories are stated at the lower of cost and net realizable 
value. 


(c) Investments 

The Corporation accounts for investments in companies 
over which it has significant influence on the equity 
method. Other long-term investments are accounted for on 
the cost method. 


(d) Property, Plant and Equipment 

The Corporation accounts for its investment in oil and gas 
properties on the full cost method whereby all costs relating 
to the exploration for and development of oil and gas 
reserves are Capitalized. Such costs include those related to 
lease acquisitions, geological and geophysical activities, 
lease rentals on non-producing properties, drilling both 
productive and non-productive wells and overhead related 
to exploration and development. Separate cost centres have 
been established for each country in which the Corporation 
has an interest in oil and gas properties. The Corporation 
applies a “‘ceiling test’’, to each of its producing oil and gas 
cost centres, to ensure that such costs do not exceed the 
estimated future net revenues from production of proven 
reserves, at prices and operating costs in effect at the 
balance sheet date, together with the unimpaired costs of 
certain projects in Canadian frontier areas and of unevalu- 
ated properties. In addition a consolidated ceiling test 
provides for future administrative overhead, financing 
costs and income taxes. 

Costs are accumulated separately for the Syncrude 
Project, producing in situ and other oil sands leases. Over- 
burden removal costs relating to oil sands which will be 
mined in future years are deferred and are charged to 
earnings when the related oil sands are mined. 

Substantially all of the Corporation’s exploration and 
production activities are conducted jointly with others. 
Only the Corporation’s proportionate interest in such activi- 
ties is reflected in the financial statements. 

The interest cost of debt attributable to the construction 
of major new facilities is capitalized during the construc- 
tion period. 


(e) Depreciation, Depletion and Amortization 

Costs incurred in producing oil and gas cost centres, other 
than unimpaired costs of certain projects in Canadian 
frontier areas and of unevaluated properties, and costs 
incurred on the Syncrude Project and producing in situ oil 
sands leases are depreciated or depleted separately on the 
unit of production method based on estimated proven 
recoverable oil and gas reserves before royalties. For pur- 
poses of calculating depreciation and depletion, natural gas 
production and reserves are converted to equivalent units 
of crude oil based on the relative energy content of each 
commodity. 

Costs incurred in non-producing oil and gas cost 
centres and other oil sands leases are subject to review for 
impairment. Any impairment is charged to earnings. When 
exploration proves to be successful, and economic viability 
has been established, the unimpaired balance is depleted on 
the unit of production method when production 
commences. 

Depreciation of other plant and equipment is provided 
on either the unit of production method or the straight line 
method as appropriate. Straight line depreciation rates are 
based on the estimated service life of the related asset. 


(f) Income Taxes 

The Corporation makes full provision for income taxes 
deferred as the result of claiming depreciation, exploration, 
development and other costs for income tax purposes 
which differ from the related amounts charged to expense. 


(g) Translation of Foreign Currency 
Current assets, except inventories and prepaid expenses, 
current liabilities and long-term debt are translated at rates 
of exchange in effect at the balance sheet date. Long-term 
assets, inventories, prepaid expenses, deferred income 
taxes and redeemable preferred shares are translated at 
rates of exchange in effect at the respective transaction 
dates. Revenue and expense items are translated at the 
average rates of exchange in effect during the year, except 
for depreciation, depletion and amortization, which reflect 
rates of exchange in effect when the assets were acquired. 
The resulting exchange gains or losses are included in 
earnings, except for unrealized exchange gains or losses 
arising on translation of long-term debt, which are deferred 
and amortized over the remaining term of the debt. 
Foreign operations are integrated with the Corpora- 
tion’s other activities and are translated in the above- 
described manner. 
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Petro-Canada 


Notes to Consolidated Financial Statements 
December 31, 1986 


(stated in millions of dollars) 


Note 1: Summary of Significant Accounting Policies (continued) 


(h) Pension Plans relate to services of employees in prior years and experi- 
Costs of pension benefits for current services of employees ence deficiencies are funded in accordance with applicable 
are funded and are charged to earnings as they accrue. pension legislation and charged to earnings over periods 
Costs arising from amendments to pension plans which not exceeding fifteen years. 


Note 2: Full Cost Accounting 


Effective January 1, 1986 the Corporation modified prospec- __ in the Oil and Gas Industry” (Note 1 (d) and (e)). The effect 


tively its full cost accounting for oil and gas properties in of this change has been to increase 1986 earnings before 
accordance with the Canadian Institute of Chartered unusual items and dividends on redeemable preferred 
Accountants’ Accounting Guideline‘‘Full Cost Accounting shares by $17 million. 


Note 3: Acquisition of Gulf Canada Limited Assets 


Pursuant to a 1985 agreement, the Corporation agreed to The net assets acquired in 1986, at attributed values, 

acquire certain refining and marketing assets from Gulf consist of: 

Canada Limited. In 1985, assets were acquired for $714 

million and, effective April 1, 1986, the remaining assets, Property, plant and equipment $ 291 

consisting mainly of the Edmonton refinery, were acquired Investments 1 

for a further $301 million. Net working capital 9 
$ 301 


Note 4: Inventories 


1986 1985 
Crude oil, refined products and merchandise $ 498 $ 1044 
Materials and supplies 55 66 
$ 553 $ 1110 
Note 5: Investments 

1986 1985 

At equity 
Westcoast Transmission Company Limited Se 77, $ 181 
Petro-Canada Centre 84 24 
Sedpex Inc. 31 23 
Other 17 12 

At cost 

Mortgages and other investments 47 51 
$ 356 Se e294 


Petro-Canada 


Notes to Consolidated Financial Statements 
December 31, 1986 


(stated in millions of dollars) 


Note 5: Investments (continued) 


Westcoast Transmission Company Limited (‘‘Westcoast’’) 
At December 31, 1986, the Corporation held 30.8% of the 
outstanding common shares of Westcoast. 

Westcoast is a regulated utility and is subject to regula- 
tory directives which may change the components of the 
cost of service. Changes resulting from such directives do 
not have a direct effect on net earnings due to rate of return 
on rate base considerations which are also taken into 
account in the regulatory process. 

At December 31, 1986, the quoted market value of the 
Corporation’s investment in Westcoast was $165 million 
(1985 — $228 million). 


Petro-Canada Centre 

At December 31, 1986, the Corporation held 50% of a joint 
venture which owns Petro-Canada Centre, an office com- 
plex in Calgary. The Corporation has entered into a long- 
term lease for use of a portion of the complex and has 
guaranteed $232 million of long-term debt related to the 
facility. 


Note 6: Property, Plant and Equipment 


Sedpex Inc. 

At December 31, 1986, the Corporation held 50% of the 
outstanding common shares of Sedpex Inc., a company 
which owns a semi-submersible drilling vessel. This vessel 
is under lease to the Corporation. 


Canertech Inc. (‘‘Canertech’’) 

The accounts of Canertech, a wholly owned subsidiary 
company, have been excluded from consolidation because 
a formal plan exists to dispose of the investment in the 
subsidiary. In response to a directive by the Government of 
Canada, the Corporation incorporated Canertech in 1981 to 
develop alternate energy sources. At that time the Govern- 
ment indicated its intention of purchasing the Corpora- 
tion’s investment at cost and establishing Canertech as an 
independent crown corporation. During 1984 the Govern- 
ment directed the Corporation to bring about the dissolu- 
tion of Canertech. The Corporation is proceeding with the 
implementation of this directive. The Corporation’s invest- 
ment in Canertech is carried in the accounts at its original 
cost of one dollar. 


1986 1985 
Accumulated 
Depreciation, 
Depletion and 
Cost* Amortization Net Net 
Natural resources 
Oil and gas 
Canada $ 5 045 $ 1 788 $ 3257 $ 3307 
Foreign 
— producing 64 39 25 34 
— non-producing 99 80 19 22, 
Oil sands 
Syncrude Project 667 113 554 526 
Producing in situ 99 8 91 80 
Other oil sands 203 203 — — 
Natural gas liquids 204 69 135 143 
Other 108 79 29 38 
6 489 2 379 4110 4 150 
Refined oil products 2 341 366 1975 Wey 
Other property, plant and equipment 253 115 138 143 
$ 9 083 $ 2 860 $ 6 223 $ 6 030 


At December 31, 1986, $3 103 million of Canada oil and gas 
net costs were subject to depreciation and depletion. 


*Cost is net of related Petroleum Incentive Program grants 
and investment tax credits. 
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Petro-Canada 


Notes to Consolidated Financial Statements 
December 31, 1986 


(stated in millions of dollars) 


Note 7: Deferred Charges 


At cost 


At amortized cost 
Deferred financing costs 


Other 


In Canadian dollars 


Other 


In United States dollars 


Other 


Less current portion 


1986 1985 
Oil sands overburden removal costs $ 43 $ 44 
Less portion related to oil sands to be mined within one year 11 14 
32 30 
16 4 
Translation adjustment on long-term debt 11 20 
19 Al) 
Sas $7 "65 

Note 8: Long-term Debt 
Maturity 1986 1985 
8.25% unsecured notes 1993 $ 14 $ 14 
5.75% unsecured notes ~ 7 
1987 1 1 
7.25% unsecured debentures (U.S. $200 million) 1996 276 — 
8.25% unsecured debentures (U.S. $200 million) 2016 276 — 
LIBOR less 0.8% unsecured notes (U.S.$125 million) 1995 173 175 
9% unsecured notes (U.S.$38 million) 1996 52 58 
7.75% unsecured notes (U.S. $14 million) 1993 19 19 
8.45% unsecured notes (U.S. $5 million) 1987 7 14 
_ 1 
818 289 
13 20 
$ 805 $ 269 


Repayment of long-term debt 

The minimum repayment of long-term debt in each of the 
next five years is as follows: 

1987 — $13 million 

1988 -—$ 8 million 

1989 -—$ 8 million 

1990-—$ 8 million 

1991-—$ 8 million 


Petro-Canada 


Notes to Consolidated Financial Statements 
December 31, 1986 


(stated in millions of dollars) 


Note 9: Redeemable Preferred Shares 


The redeemable preferred shares, which were issued by a Under the terms of an agreement between the banks 
subsidiary to a group of Canadian chartered banks, are and the Corporation, in the event that the subsidiary does 
floating rate, cumulative and non-voting. Cumulative divi- not exercise its option to redeem the shares over a seven- 


dends, payable quarterly, are, at the option of the subsidiary, year period ending December 31, 1993, or in the event of 
based on a percentage of either the United States Base Rates _ certain other occurrences under the provisions of the 


or the London Inter-Bank Offered Rates of the banks. At agreement, the banks have the option to require the Corpo- 
December 31, 1986, the dividend rate was approximately ration to purchase the shares at one hundred dollars U.S. 
3.5% per annum. The shares are redeemable, at the option per share, plus accrued dividends. These annual options 
of the subsidiary, at one hundred dollars U.S. per share, plus __ increase from U.S. $78 million to U.S. $139 million over the 
accrued dividends. In 1986 the subsidiary exercised its remaining period. 


option to redeem 850 000 shares (1985 — 750 000 shares) for 
a consideration of U.S. $85 million (1985 — U.S. $75 million) 
and repurchased 1 728 000 shares for a consideration of 
U.S. $172 million. At December 31, 1986, 7 872 000 shares 
were outstanding. 


Note 10: Capital 


Authorized 

(a) 71188 common shares with a par value of one hundred loans received, and outstanding, from the Consolidated 
thousand dollars each, and Revenue Fund of the Government of Canada is not in 
(b) Preferred shares issued to the Government of Canada excess of one billion dollars. 


provided that the amount of such shares together with any 


Issued (to the Government of Canada) 
Number of 
Shares Consideration 


Common Shares 


Balance at beginning and end of year 31 883 $ 3188 
Preferred Shares 

Balance at beginning and end of year 972 771 853 973 
Total Capital at End of Year $ 4161 


The preferred shares have a par value of one dollar each, 
are redeemable at par at the option of the Corporation, 
carry no stated rate of dividend and are non-cumulative. 
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Petro-Canada 


Notes to Consolidated Financial Statements 
December 31, 1986 


(stated in millions of dollars) 


Note 11: Taxes Other than Income Taxes 


Federal sales tax 
Petroleum and Gas Revenue Tax 
Other 


Note 12: Income Taxes 


1986 1985 

$ 411 249 
38 124 

63 50 

$ 512 428 


The provision for income taxes of $249 million (1985 — 
$341 million) represents an effective rate of 57.8% (1985 — 
66.5%) on earnings before income taxes of $431 million 


Earnings before income taxes 
Add (deduct) 
Royalties and other payments to provincial governments 
Federal allowances 
Resource allowance 
Tax depletion 
Inventory allowance 
Petroleum and Gas Revenue Tax 
Non-deductible depreciation, depletion and amortization 
Non-taxable gains 
Equity in earnings of affiliates 
Other 


Earnings as adjusted before income taxes 


Canadian Federal income tax at 47.8% (1985 — 46.9%) 
applied to earnings as adjusted 

Provincial and other income taxes, net of federal abatement 

Provincial income tax rebates 


Provision for income taxes 


(1985 — $513 million). The computation of the provision, 
which requires adjustment to earnings before income taxes 
for non-taxable and non-allowable items, is as follows: 


1986 1985 
$ 431 513 
169 307 
(127) (260) 
(39) (21) 

(5) (30) 

38 124 

81 95 

(21) (1) 

(18) (22) 

(3) 3 

$ 506 708 
$ 242 332 
12 16 

(5) (7) 

$ 249 341 


Petro-Canada 


Notes to Consolidated Financial Statements 


December 31, 1986 


(stated in millions of dollars) 


Note 13: Unusual Items 


The unusual items charged to earnings in 1985 consisted 
mainly of asset write-downs associated with Canadian 


Note 14: Working Capital Provided from Operations 


frontier oil and gas properties, process development costs 
and oil sands properties. 


Earnings before unusual items and dividends on 
redeemable preferred shares 


Add (deduct): 


Depreciation, depletion and amortization 


Deferred income taxes 


Equity earnings, net of dividends received 


Other 


Note 15: Changes in Components of Operating Working Capital 


The increase (decrease) in operating working capital consists of: 


Accounts receivable 
Inventories 
Income taxes recoverable 


Deposits and prepaid expenses 
Accounts payable and accrued liabilities 
Operating working capital acquired from Gulf Canada 


Limited (Note 3) 


Accruals relating to 1985 unusual items and other 


Operating working capital is comprised of working capital 
other than cash, short-term notes payable and current 


portion of long-term debt. 


1986 1985 

$ 182 $ 174 
394 410 
165 296 

= (7) 

(13) (3) 

$ 728 $ ©6870 
1986 1985 

$ (433) $ 470 
(557) 264 

10 (13) 

2 12 

556 (681) 

(9) (293) 

25 225 

$ (406) $ (16) 
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Petro-Canada 


Notes to Consolidated Financial Statements 
December 31, 1986 


(stated in millions of dollars) 


Note 16: Pension Plans 


a a eR ED 


Based on the most recent actuarial valuations of the 
Corporation’s pension plans, at December 31, 1986 all 
accrued and vested benefits were fully funded. The actu- 
arial projections of employees’ compensation to time of 
retirement indicate that there was a present value obligation 


of $36 million (1985 — $67 million) for pension benefits 
relating to plan amendments and experience deficiencies. 
This amount is being funded in accordance with the 
applicable pension legislation. 


Note 17: Material Transactions with Related Parties 


Transactions with the Government of Canada and its 
agencies are in the normal course of business and are 


Note 18: Segmented Information 


The Corporation operates in two business segments: 

Natural resources, comprising exploration, develop- 
ment, production, transportation and marketing activities 
for crude oil, natural gas, field liquids, sulphur and oil 
sands; and extraction of liquids from natural gas. 

Refined oil products, comprising purchase and sale of 
crude oil, refining crude oil into oil products and distribu- 
tion and marketing of these and other purchased products. 


therefore on the same terms as those accorded to non- 
related parties. 


Financial information by business segment is presented 
in the following table as though each segment were a sepa- 
rate business entity. Inter-segment transfers of products, 
which are accounted for at market value, are eliminated 
on consolidation. Corporate and other includes investment 
income, interest expense and unallocated general corporate 
revenues and expenditures. Corporate and other assets are 
principally cash and short-term deposits, investments in 
other companies and general corporate assets. 


Petro-Canada 


Notes to Consolidated Financial Statements 


December 31, 1986 


(stated in millions of dollars) 


Note 18: (continued) 


SS SS SES he en 


Natural Resources Refined Oil Products Corporate and Other Consolidated 
1986 1985 1986 1985 1986 1985 1986 1985 
Revenue 
Sales to customers and 
other revenues $ 546 $ 976 $ 4588 $ 4 350 $ 38 $ 55 $ 5172 $ 5 381 
Inter-segment sales 534 660 _ = _ = a a ee 
Segment Revenue $ 1080 $ 1636 $ 4588 $ 4350 $ 38 $ 55 
Earnings 
Operating earnings before 
depreciation, depletion and 
amortization $ 470 $ 888 $ 365 $ 51 $ 57 $ 10 $ 892 $ 949 
Depreciation, depletion and 
amortization (245) (299) (141) (107) (8) (4) (394) (410) 
Interest = = — = (67) (24) (67) (24) 
Provision for income taxes (168) (392) (109) 34 28 17 (249) (341) 
Earnings (Loss) before Unusual 
Items and Dividends on 
Redeemable Preferred Shares $ 57 $ 197 $ 115 $ (22) $ 10 $ (1) $ 182 $ 174 
Capital Expenditures 
Capital expenditures on property, 
plant and equipment’, deferred 
charges and investments $ 319 $ 520 $ 118 $ 168 $ 92 $ (172) $ 529 $ 516 
Acquisitions including minority 
interests _ = 301 1010 — = 301 1010 
$ 319 $ 520 $ 419 $ 1178 $ 92 $ (172) $ 830 $ 1526 
Total Assets $ 4392 $ 4510 $ 3 222 $ 3 890 Se o25) $ 446 $ 8139 $ 8 846 
Capital Employed $ 4102 $ 4107 $ 2 698 $ 2995 $ 305 $ (319) $ 7105 $ 6783 


*After deduction of related Petroleum Incentive Program grants and 


investment tax credits. 


Note 19: Comparative Figures 


Certain reclassifications have been made to the 1985 


comparative figures to conform with the current year’s 


presentation. 


Note 20: Commitments and Contingencies 


(a) Commitments 


The Corporation has leased property and equipment under 
various long-term operating leases for periods up to 2008. 
The minimum annual rentals for non-cancellable operating 
leases are estimated at $55 million in 1987, $51 million in 
1988, $48 million in 1989, $42 million in 1990, $37 million in 
1991 and $15 million per year thereafter until 2008. 


(b) Contingencies 


The Corporation is involved in litigation and claims 
associated with normal operations. Management is of the 
opinion that any resulting settlements would not materially 
affect the financial position of the Corporation. 
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Supplementary Financial Information 


Reporting the Effects of Changing Prices (Unaudited) 


December 31, 1986 


EE, 


Basis of Presentation 

Petro-Canada’s financial statements report financial infor- 
mation on the basis of historical cost in accordance with 
generally accepted accounting principles. Although the rate 
of inflation declined substantially in recent years, histori- 
cally the economy has experienced significant inflationary 
increases and many of the effects of such increases are not 
reflected in the traditional financial statements. The addi- 
tional costs required to replace inventories and property, 
plant and equipment, and the effects of holding net mone- 
tary liabilities or assets are not reflected in the historical 
cost financial statements. The Canadian Institute of Char- 
tered Accountants (CICA) has issued recommendations relat- 
ing to the preparation of information reporting the effects 
of changing prices. These recommendations are considered 
experimental by the cica.The intent is to determine if this 
information is helpful to the users of financial information 
in their assessment of an enterprise. The following informa- 
tion has been prepared based upon the CICA recommenda- 
tions, except for the computation of the provision for 
income taxes which is addressed below. 

While Petro-Canada has prepared this information 
using what are considered to be reasonable assumptions, it 
should be noted that the recommendations call for a degree 
of subjectivity and materially different results could be 
obtained if other equally valid assumptions were used. 
Additionally, the recommendations recognize that the cost 
of exploration and development required to replace oil and 
gas reserves is subject to a high degree of uncertainty. 
Despite this, the recommendations call for the estimating of 
the current cost of oil and gas reserves and suggest the use 
of indices. Petro-Canada has followed this approach but 
cautions that these current cost estimates may be mislead- 
ing and do not necessarily represent amounts for which the 
reserves could be bought or costs which would be incurred 
in future periods if the reserves were replaced. 


Explanation of Information 
The schedule of Balance Sheet Items on a Current Cost 
Basis reports the current cost of inventory and property, 
plant and equipment and the effect of the current cost 
adjustments on net assets. The current cost of property, 
plant and equipment has been calculated through the use of 
indices. Net assets represents the historical common share- 
holder’s equity adjusted for the current cost adjustments. 
The Consolidated Statement of Earnings on a Current 
Cost Basis presents a comparison of the Corporation’s 


statement of earnings as presented in the historical cost 
financial statements with similar data prepared on a cur- 
rent cost basis. Crude oil and product purchases expense 
has been adjusted to reflect the current cost of these 
purchases at the time of use. Depreciation expense has been 
adjusted so that it reflects the estimated current cost of 
replacing the operating capacity of property, plant and 
equipment. The CICA recommends that the amount of 
income tax in the computation of earnings on the current 
cost basis be the same as the amount charged against 
earnings in the historical cost financial statements. How- 
ever, the Corporation believes that it is more appropriate to 
adjust the provision for deferred income taxes in recogni- 
tion of the adjusted cost of sales and depreciation, depletion 
and amortization expense. Since this unaudited supplemen- 
tary information is experimental, these adjustments have 
been reflected in the computation of deferred income taxes 
in the Consolidated Statement of Earnings on a Current 
Cost Basis. Had the Corporation followed the CICA recom- 
mendations with regard to income tax expense in the 
computation of current cost earnings, the provision for 
deferred income taxes would have been $165 million. It 
should be noted that there is no provision under current tax 
law for these current cost adjustments. 

The schedule of Other Supplementary Current Cost 
Information presents the remaining financial information 
required by the recommendations. The financing adjust- 
ment represents the portion of current cost adjustments that 
relate to the net monetary liabilities of Petro-Canada. The 
cica has defined this as “the amount of changes during a 
reporting period in the current cost of assets held by an 
enterprise that, on the basis of the existing relationship 
between debt and equity, do not need to be charged against 
present and future revenues to provide for maintenance of 
the common shareholders’ proportionate interest in the 
operating capability of the enterprise’. The second portion 
of the schedule isolates the inflation component from the 
total change in current cost of property, plant and equip- 
ment and inventories. The final information presented is 
the gain in general purchasing power that results from 
having net monetary liabilities. This arises because inflation 
erodes the purchasing power of money and therefore where 
there are net monetary liabilities a “gain” is recognized due 
to the net monetary liabilities requiring the use of less 
“purchasing power” over time during inflationary periods. 

The CICA recommendations also require the disclosure 
of oil and gas reserve data, net of royalties. The schedule of 
Supplementary Reserve Information provides this 
information. 


Balance Sheet Items on a Current Cost Basis 
December 31, 1986 


(stated in millions of dollars) 


As reported in Current 
the historical cost 
cost statements basis 
Inventory Smo DS $ 585 
Property, plant and equipment, net $ 6 223 $ 8553 
Net assets (shareholder’s equity) oS Gh VAAL $ 6073 
Consolidated Statement of Earnings on a Current Cost Basis 
For the Year Ended December 31, 1986 
(stated in millions of dollars) 
As reported in Current 
the historical cost 
cost statements basis 
Revenue 
Operating $ 5 089 $ 5 089 
Investment and other income 83 83 
bl72 572 
Expenses 
Crude oil and product purchases 2 405 2 158 
Marketing, general and administrative 787 787 
Producing and refining 576 576 
Taxes other than income taxes 512 512 
Depreciation, depletion and amortization 394 532 
Interest on long-term debt 36 36 
Other interest ou 31 
4741 4 632 
Earnings before Undernoted Items 431 540 
Provision for Income Taxes 
Deferred 165 235 
Current 84 84 
249 3g 
Earnings before Dividends on Redeemable 
Preferred Shares $ 182 9 Beil 
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Other Supplementary Cost Information 
For the Year Ended December 31, 1986 


(stated in millions of dollars) 


— — 


1) Financing adjustment 
Based on the decrease during the year in the 
current cost of property, plant and equipment 


and inventory $ (13) 
Based on the current cost adjustments which increased 
earnings before income taxes for the year S (Ga) 
2) (Decrease) in the current cost of property, plant and 
equipment and inventory $ (45) 
Effect of general inflation 378 
Excess of general inflation over the current cost adjustment $ 423 
3) Gain in general purchasing power from having net 
monetary liabilities $ 99 
Supplementary Reserve Information 
December 31, 1986 
STEER 
Natural Gas 
Oil Liquids Gas 
(thousands (thousands (millions 
of cubic of cubic of cubic 
metres) metres) metres) 
Proven reserves, net after royalties at December 31, 1985 34 713.9 5 493.5 77 862.0 
Revisions of previous estimates 2 948.6 310.4 1 798.7 
Extensions and discoveries 199.4 _ 485.8 
Production (3 128.1) (540.9) (2 824.0) 
Proven reserves, net after royalties at December 31, 1986 34 733.8 5 263.0 Tmo2 285 


The above figures do not include Petro-Canada’s 17% 
interest in the synthetic crude oil reserves of Syncrude 
Canada Limited (“Syncrude’’) (37 821.0 thousand cubic 
metres before royalty at December 31, 1986). Pursuant to an 
agreement between the Province of Alberta as lessor of the 
oil sands leases and the Syncrude participants, the Province 
has the right to 50% of Syncrude’s deemed net profits, as 
defined in the agreement. At the Province’s option, this 


right may be converted to a 7.5% gross production royalty. 
Both the 50% of deemed net profits and the 7.5% gross 
production royalty are subject to change under certain 
circumstances. In view of these options, and the attendant 
uncertainties relating to future prices and costs, the Corpo- 
ration has not presented its synthetic crude oil reserves net 
of royalties. 
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Five Year Financial Summary 


(stated in millions of dollars) 


1986 1985 1984 1983 1982 
Summary of Earnings 
Revenue $ 5172 $ 5381 $ 4988 $ 4171 $ 2795 
Expenses 4741 4 868 4 376 3 797 2 440 
431 513 612 374 355 
Add (deduct): 
Provision for income taxes (249) (341) (385) (268) (230) 
Minority interest — 2 5 6 5 
Earnings before unusual and 
extraordinary items and 
dividends on redeemable 
preferred shares 182 174 232 112 130 
Unusual items _ 865 _ — 19 
Extraordinary items — _ _ 17 — 
Net earnings (loss) before 
dividends on redeemable 
preferred shares 182 (691) 232 95 111 
Dividends on redeemable 
preferred shares 59 78 100 86 120 
Net earnings (loss) after 
dividends on redeemable 
preferred shares $ 123 $ (769) Sees2 $ 9 $ (9) 
Other Financial Data 
Internally generated cash from 
operations $ 770 $ 906 $ 968 $ 708 $ 625 
Expenditures on property, 
plant and equipment 614 1059 il stBial 997 952 
Petroleum Incentive Program 
grants 166 349 380 469 300 
Acquisitions including minority 
interests 301 1010 (2) 530 345 
Total assets 8 139 8 846 8 966 8 194 7 542 
Average capital employed 6 944 7 447 7741 7 080 6 443 
Working capital 448 397 905 809 841 
Long-term debt (Note 3) 818 289 157 188 331 
Redeemable preferred shares 922 1224 1312 1394 1 464 
Shareholder’s equity 3711 3 642 4478 3 932 3 284 
Notes: 
. Financial and operating results are included from May 1, 2. Certain reclassifications have been made to the figures 
1982, for the operations of Panarctic Oils Ltd., from March previously reported to reflect subsequent changes in 
1, 1983, for the former BP Refining and Marketing Canada reporting presentation. 
Limited operations, and from October 1, 1985, for the 3. Long-term debt includes current maturities. 


operations of the assets acquired from Gulf Canada Limited 
except for the Edmonton refinery, and from April 1, 1986, 
for the operations of the former Gulf Canada Limited 
Edmonton refinery. 


Petro-Canada 


Five Year Operating Summary 


Oil and Gas Landholdings (gross/net) 
(millions of hectares) 
Non-frontier areas 

Conventional 

Oil sands 


Frontiers 
International 


Total oil and gas landholdings 


Wells Drilled (gross/net) 

Non-frontier areas — exploratory wells 
Oil 
Gas 
Dry 


Non-frontier areas — development wells 
Oil 
Gas 
Oil sands 
Dry 


Frontiers and international — exploratory 
and development wells 
Oil 
Gas 
Dry 


Total wells drilled 


Proven Reserves 
(net before royalties) (Note 3) 
Natural gas (billions of m*) 


Crude oil (millions of m’) 

Natural gas liquids (millions of m*) 
Synthetic crude oil (millions of m*) 
Foreign crude oil (millions of m’) 


Total crude oil and natural gas liquids 
(millions of m*) 


1986 1985 1984 1983 1982 
3.7/2.0 4.4/2.1 4.8/2.4 6.0/3.1 6.4/3.3 
1.1/0.4 1.0/0.4 0.9/0.3 0.9/0.3 0.8/0.3 
4.8/2.4 5e4 1205 Se2e7 6.9/3.4 7213.6 

14.2/8.0 33.2/16.5 41.6/20.5 54.4/25.0 55.7/25.6 
1.2/0.5 3.4/1.1 2.8/0.4 A ALD AL 0.6/0.1 
20.2/10.9 42.0/20.1 50.1/23.6 63.0/28.5 63.5/29.3 

21/13 42/30 65/45 41/30 52/32 

34/15 50/27 25/11 24/16 28/15 
42/24 75/53 74147 68/48 48/36 

97/52 167/110 164/103 133/94 128/83 
283/51 482/169 344/134 148/84 129/68 

32/10 47/26 16/6 17/12 138/86 

4/2 0/0 193/96 27/13 0/0 

14/7 48/21 24/10 9/5 49/31 

333/70 577/216 5771246 201/114 316/185 
9/2 16/4 9/2 5/1 7/1 
9/3 10/4 9/2 6/2 3/1 

19/6 26/7 25/8 14/5 7/1 

37/11 52/15 43/12 25/8 17/3 

467/133 796/341 784/361 359/216 461/271 
96.7 98.8 120.4 134.3 135.8 
43.4 45.3 48.4 45.0 47.1 
Teall 7.4 6.4 7.4 Hell 
37.8 39.1 25.4 26.3 27.4 
0.3 0.5 0.8 0.9 0.9 
88.6 92.3 81.0 79.6 83.1 


Daily Production (net before royalties) 


previously reported to reflect subsequent changes in 
reporting presentation. 

. Operating results are included from March 1, 1983, for 
the former BP Refining and Marketing Canada Lim- 
ited operations, from October 1, 1985, for the opera- 
tions of the assets acquired from Gulf Canada Limited 
except for the Edmonton refinery, and from April 1, 
1986, for the operations of the former Gulf Canada 
Limited Edmonton refinery. 


with frontier discoveries in Northern Canada and the 
East Coast offshore. 


NEE EM EE (millions of m*) 10.2 11.6 10.8 10.0 10.6 
Crude oil (thousands of m’) 10.3 10.0 10.3 9.3 9.3 
Field natural gas liquids (thousands of m’) 2.1 1.8 105, 15 de5 
Natural gas liquids from straddle plants 

(thousands of m*) 2.6 2.6 2.6 2E5 Dey, 
Synthetic crude oil (thousands of m’) 3.5 BED Deg) 3.0 DS 
Foreign crude oil (thousands of m’*) 0.4 0.4 0.4 0.5 0.2 
Total crude oil and natural gas liquids 

(thousands of m’) 18.9 18.3 17 16.8 16.0 
Refining 
Refinery crude capacity 

(thousands of m® per day) 65.5 46.2 31.6 31.6 18.9 
Crude oil processed by Petro-Canada 

(thousands of m® per day) 47.2 34.2 27.6 25:3 16.6 
Refinery utilization (per cent) 72 78 86 78 86 
Marketing 
Wholesale and retail marketing outlets 4 344 4 620 2716 3 107 1 605 
Petroleum product sales 

(thousands of m? per day) 

Gasoline 20.3 16.3 13.9 12.9 Tas 

Distillates 16.2 WA 9.6 8.7 Beil 

Other including petrochemicals 7.8 7.0 6.3 Bo 2.9 
Total petroleum product sales 44.3 35ip 29.8 DHA Lars 
Employees 
Number at year end 7 740 9 747 6 798 6 272 5 918 
Notes: 

. Certain reclassifications have been made to the figures 3. Proven reserves do not include any reserves associated 
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The Honourable 

Marcel Masse, P.C., M.P. 

Minister 

Energy, Mines and Resources Canada 
House of Commons 

Ottawa, Ontario 


Dear Minister: 

On behalf of the Board of 
Directors, I am pleased to present 
Petro-Canada’s Annual Report for 
the fiscal year ended December 31, 
1987. 

In accordance with the provi- 
sions of the Financial Administra- 
tion Act, the Report includes the 
consolidated financial statements 
together with the auditors’ report 
thereon. 


Yours sincerely, 


Vij ja 


W. H. Hopper 
Chairman of the Board 
and Chief Executive Officer 


The Year in Brief 


Earnings up 40 per cent 
Cash generated from operations increased 9 per cent to $778 million 


All commonly used ratios indicating financial performance and strength 
improved 


Oil and gas production maintained at high levels with lower 
operating costs 


Second phase of Wolf Lake in situ oil sands project begun 
Terra Nova delineation drilling successful 

New automotive service franchise launched 

Integration of two refineries announced 


Continued emphasis on operating efficiency including extensive 
computerization in wholesale and retail marketing 


Olympic Torch Relay delighted millions of Canadians, building support 
and customer loyalty for the Corporation 


Consolidated Financial Highlights 


1987 1986 

Earnings after dividends on redeemable 

preferred shares (millions of dollars) 1G 123 
Cash generated from operations 

(millions of dollars) 778 711 
Net capital expenditures (millions of dollars) 

Property, plant and equipment 483 448 

Acquisitions — 301 
Cash flow return on average capital 

employed (per cent) ES 10.7 
Total assets (millions of dollars) 8 453 8 139 


Shareholder’s equity (millions of dollars) 3 872 By TAN 


Corporate Profile 


Petro-Canada is Canada’s national 
energy corporation. Formed by an 
Act of Parliament in 1975, it is 
wholly owned by the Government of 
Canada. Operations began on Janu- 
ary 1, 1976. Petro-Canada operates 
in a commercial fashion, competing 
in today’s oil and gas industry on the 
same basis as other integrated energy 
companies. 

With assets of over $8 billion and 
revenue of more than $5 billion, 
Petro-Canada ranks eleventh in the 
1987 Financial Post 500 survey of the 
largest industrial corporations in the 
country. It is also the largest Cana- 
dian-owned oil and gas company, 
and one of four integrated energy 
companies in Canada that are 
national in scope. 

Petro-Canada is organized into 
two operating divisions. Petro- 
Canada Resources, the ‘‘upstream”’ 
business, explores for and produces 
crude oil, natural gas and natural gas 
liquids. The ‘‘downstream’’ business, 
Petro-Canada Products, refines, 
distributes and markets petroleum 
products and offers customers 
related goods and services. 

On atypical day, Petro-Canada 
produces approximately 16 400 cubic 
metres of crude oil and field natural 
gas liquids and 12.3 million cubic 
metres of natural gas. The Corpora- 
tion’s straddle plants extract from 
pipeline natural gas an additional 
6 300 cubic metres of natural gas 
liquids including ethane. Petro- 
Canada accounts for approximately 
6.5 per cent of domestic oil and natu- 
ral gas liquids production and about 
5 per cent of domestic natural gas 
production. The Corporation oper- 
ates more than 70 oil and gas pro- 
duction facilities in Western Canada. 


At year-end 1987, Petro-Canada 
had proven reserves of crude oil and 
field natural gas liquids of 89.0 mil- 
lion cubic metres before royalties. 
These reserves include Petro-Canada’s 
interests in the Syncrude and Wolf 
Lake oil sands projects. Proven 
reserves of natural gas amounted to 
96.9 billion cubic metres before 
royalties. 

Petro-Canada also has significant 
probable reserves off Canada’s East 
Coast and in the oil sands areas of 
Alberta. 

Petro-Canada holds interests in 12 
crude oil, natural gas liquids and 
refined products pipelines. It is oper- 
ator of nine pipelines with a total 
throughput capacity of 78 000 cubic 
metres per day. 

The Corporation sells over 45 mil- 
lion litres of refined products to 
650 000 Canadians each day. The 
Petro-Canada brand is the top-sell- 
ing gasoline in the country. A nation- 
wide network of 3 677 retail outlets 
serves over 20 per cent of the market. 
Industrial and commercial customers 
are served through 38 terminals and 
430 bulk plants. 

Petro-Canada operates five 
refineries in Quebec, Ontario, 
Alberta and British Columbia, a 
lubricants plant in Ontario and an 
asphalt plant in Saskatchewan. With 
about 23 per cent of total Canadian 
refining capacity, these facilities can 
process 64 000 cubic metres of crude 
oil per day into a full range of high- 
quality petroleum products. 


Cash generated from 
operations was strong at 
$778 million, up 9 per cent 
from the previous year. 


Chairman’s Message 


The year 1987 brought a measured recovery in the oil and gas business. World 
oil prices, which averaged about U.S. $15 per barrel in 1986, rose to an 
average of over U.S. $19 for 1987. Higher oil prices, improved federal and 
provincial fiscal regimes and the cumulative impact of dozens of efficiency- 
seeking initiatives combined to improve Petro-Canada’s financial perfor- 
mance. Cash generated from operations remained strong at $778 million, up 
9 per cent from the previous year. Net earnings after preferred share dividends 
were $172 million, a jump of 40 per cent over 1986 and the highest in the 
Corporation’s 12-year history. 

Following expenditure and staffing cutbacks in response to the 
oil price collapse of 1986, Petro-Canada entered 1987 as a lean and tightly 
focused organization. Among employees, there was a clear understanding of 
the Corporation’s overall direction. The year’s results demonstrate the power 
of both teamwork and individual creativity. Strategies and operating plans 
developed during 1986 were adjusted to meet the opportunities and challenges 
of 1987 - firming oil prices, an upturn in refined product demand, lower 
prices for natural gas, and changes in taxation and royalty structures. 

In upstream operations, revenue from existing assets was increased 
while operating costs were tightly controlled. Productivity was improved, 
especially in the larger, older producing properties in Western Canada. 

More emphasis was placed on natural gas. Over the year the 
exploration, development and marketing components of the business were 
strengthened to take full advantage of future market opportunities. 

We also developed oil sands opportunities and selectively 
invested in the East Coast offshore. Encouraging results from delineation 
drilling at the Terra Nova oilfield, off Newfoundland, led to extensive 
reservoir evaluation and engineering studies in anticipation of a proposal for 
development. Work proceeded on phased expansion of the Wolf Lake in situ 
oil sands plant and the Syncrude oil sands mining project. 

In downstream operations, our efforts to meet customer needs 
and secure greater brand loyalty were intensified. Across retail and wholesale 
networks, we unveiled or more extensively implemented a number of market- 
ing initiatives, some of them unique to Petro-Canada. To reduce costs we 
announced plans to integrate two refineries in Western Canada and creatively 
employed computer technology in wholesale and retail operations. 

Carrying out these initiatives meant an increase in capital invest- 
ments in 1987 to $483 million, up 8 per cent from 1986. Investment opportun- 
ities were made more attractive by improvements in current and expected 
business conditions. Spending decisions differed from those taken during 
most of 1986, when the emphasis was on near-term cash generation. During 
1987, the Corporation balanced short-term initiatives with those that would 
contribute to improved financial performance and corporate growth in the 
medium to long term. 

As aresult of these actions, Petro-Canada remains a strong 
commercial performer with excellent prospects for future growth. Our major 


All of Petro-Canada’s 
commonly used measures 
of financial performance 
and strength improved. 


position in both the upstream and downstream businesses provides opera- 


tional and financial synergies, while the Corporation’s enviable position in 
oil and gas development projects in the coming years gives us unrivalled 
opportunities. 

All of Petro-Canada’s commonly used measures of financial 
performance and strength improved, demonstrating our commitment to 
sound financial management. While we look forward to the challenges which 
will result from decisions to proceed with frontier or oil sands developments, 
we recognize that Petro-Canada will require significant external financing 
when it embarks on such major projects. 

The year ended with yet another reminder of the volatility of 
world oil prices. Concern in the market over the results of a mid-December 
meeting of OPEC ministers led to renewed price erosion, including a rapid 
U.S. $3 per barrel price drop. These changes did not seriously impact the 
Corporation’s results for 1987. However, Petro-Canada will re-evaluate its 
plans if prices do not return to the U.S. $18 to $21 per barrel range. 

Petro-Canada monitors other issues which may significantly 
affect its businesses, such as the free trade agreement between Canada and 
the United States. For the most part, the energy components of the agreement 
reaffirm welcome trends in both countries toward deregulation in the oil and 
gas industry, with reliance on open market access and price-driven competi- 
tion. While the agreement probably will not lead to higher short-term oil and 
gas exports to the United States, we anticipate that the promise of secure 
access to U.S. markets will raise investment levels in the Canadian oil and gas 
industry in the longer term. 

Changes in regulatory and fiscal arrangements bear watching. 
The future health of the natural gas business hinges on the continuing 
evolution of transportation and pricing toward market-driven principles. The 
development of offshore oil discoveries, such as Terra Nova, depends on the 
conclusion of satisfactory fiscal arrangements. The lengthy delays experi- 
enced with the Hibernia development proposal demonstrate how difficult it 


In Canada’s refining 

and marketing industry, 
underutilization of facilities 
remains a problem. 


The success of the 
Olympic Torch Relay is 
the foremost example 
of the teamwork that 
generated the recovery 
we are pleased to 
describe in this report. 


is, in a low price environment, to reach agreement on the details of risk 
sharing. 

Petro-Canada’s 1986 Annual Report featured a discussion of 
profitability in the refining and marketing business. The point was made 
that, since 1981, unsatisfactory returns have made it very difficult to undertake 
the high, ongoing investments needed to offer the range of services and 
quality of products that Canadians expect. The overall situation changed 
very little in 1987 and the long-term vitality of Canada’s refining and market- 
ing industry remains in question. Though product demand is slightly higher 
and some companies have made progress in eliminating surplus refining and 
marketing capacity, underutilization of facilities remains a problem. In 
addition, marketers now have to contend with more widespread intervention 
by a number of provincial governments in petroleum product pricing. 
Controls of this nature work against the long-term interest of consumers. 
Over time, less vigorous competition will result as industry participants are 
squeezed between market-driven prices for raw materials and regulated prices 
for finished products. 

As 1987 ended, there were significant changes to our Board of 
Directors. In December, Roy Deyell and James Robertson resigned from the 
Board. Harrison McCain also resigned at year end, after making a major 
contribution to the evolution of the Corporation over a seven-year period. 

I would like to thank these individuals for the guidance they have provided in 
their capacity as directors. 

The truly encouraging feature of the past year has been the 
significant contribution of Petro-Canada’s employees. Many praiseworthy 
examples of individual initiative and dedicated teamwork have come to my 
notice. More than anything, I have been impressed by the attention many 
employees now give to their operating style. Although oriented to profit mar- 
gins and business efficiencies, it is a style that does not contemplate sacrific- 
ing employee safety, corporate responsibility or any other component of 
first-rate performance. 

Most Canadians witnessed the Olympic Torch Relay as it passed 
their communities. Many commented to me on the energy and friendliness 
shown by Petro-Canada staff along the way. More than 700 employees 
voluntarily assisted our small Olympic Torch Relay group in organizing and 
carrying out the 88-day event. Theirs is the foremost example of the teamwork 
that generated the recovery we are pleased to describe in this report. 


MMe 


W. H. Hopper 

Chairman of the Board 

and Chief Executive Officer 
March 24, 1988 


Natural gas is 
a North American 
business 


Canada has 
abundant supplies 


The U.S. gas market 
is immense 


New Dynamics in 
Canada’s Natural Gas Business 


The natural gas business represents a major opportunity in the Canadian 
energy field. The gas industry is currently in transition, emerging froma 
protective yet restrictive web of regulations. While producers’ revenues are 
disappointingly low today, reflecting weak export volumes and low prices, 
the outlook nonetheless appears bright. Projections for the next few years 
show the current gas surplus will end, leading to higher prices and greater 
export sales. Carefully planned investments today will let Canadian produc- 
ers capture the benefits to come from market-driven prices and increased 
demand for Canadian gas. 


The Canadian natural gas industry is best viewed in a North American 
context. There are several reasons for this, and they hinge on the nature of 
the commodity. At today’s prices, the only way natural gas can be trans- 
ported is through pipelines. More exotic transportation options, such as 
liquefied natural gas shipping, are not economically feasible now or in the 
foreseeable future. This makes the United States the logical market for 
surplus Canadian supplies. 

In total, there should be sufficient Canadian and U.S. supply to meet 
market demand in both countries in the near and medium terms. Canada’s 
frontier gas resources will provide ample supplies in the longer term as well. 
For Canadian producers, sales volumes and prices will increasingly be 
determined more by continental supply and demand forces than by 
regulation. 


Canada has large proven and potential gas supplies in both the Western 
sedimentary basin and in frontier regions. Canada’s remaining established 
gas reserves have consistently grown over the last 20 years. Our reserves life 
index, defined as the number of years it would take to consume current 
reserves at today’s rate of production, has been high and stable. In 1987 
Canada had roughly a 25-year supply available from established reserves of 


_ 73 trillion cubic feet (Tcf), With frontier discoveries included, the reserves 


reach 97 Tcf and havea life index of 36 years. 

The demand for Canadian natural gas has grown consistently and was 
about 1.8 Tcf in 1987. Exports, which had been decreasing in recent years 
from about | Tcf in 1979 to about 750 billion cubic feet in 1986, increased to 
about 1 Tcf in 1987. The decreases have reflected U.S. gas surpluses, the 
relatively high and inflexible prices of Canadian exports, and U.S. regula- . 
tory actions which have placed Canadian gas at a competitive disadvantage. 


By Canadian standards, the U.S. natural gas market is very large. In 1987 
consumption was about 17 Tcf, almost 10 times Canadian demand. The 
U.S. appetite for gas has, however, been shrinking in recent years; in 1979 it 
was approximately 20 Tcf. Most of the slippage has been in the industrial 
and electrical generation sectors. Conservation and a decline in heavy 
industry has reduced the size of that market, and natural gas has been 
displaced somewhat by low-priced residual fuel oil. 

U.S. natural gas reserves are also immense, totalling about 156 Tcf in the 
lower 48 states. However, these reserves have declined steadily over the last 
20 years as reserves additions have failed to replace production. This trend 
slowed with the introduction of the U.S. Natural Gas Policy Act of 1978, 


Canada is fortunate to have 
abundant supplies of natural gas. 
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Estimated natural gas reserves in Western Canada will last approximately 25 years at current rates of 
consumption; the United States (lower 48 states) has an estimated 10-year reserves life. 
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which permitted some increases in US. wellhead gas prices. Nonetheless, 
the reserves life index in the United States is short, ranging between nine 
and 11 years since the early 1970s. 


In recent years, there has been more natural gas in the United States than 
markets can absorb. In 1987 U.S. gas wells produced 16 Tcf, though they 
were capable of delivering about 19 Tcf. In Canada there was a similar 
“deliverability surplus” of approximately 2 Tcf in 1987. Asa result of these 
excess supplies, referred to in the United States as the “ gas bubble,’’ North 
American gas markets have recently been intensely competitive and prices 
have been depressed. 

However, most observers believe the current U.S. gas surplus will 
dissipate over the next few years, so that domestic supplies will need to be 
supplemented by increased imports in the early 1990s. The decline in U.S. 
gas demand is expected to end. Slight demand growth could return, as new 
uses in the industrial and electrical generation sectors offset modest declines 
in gas use by traditional industrial customers. U.S. production is expected 
to continue to decline, particularly since current low prices discourage 
natural gas exploration. 


Anend to the U.S. gas surplus should have a favorable impact on Canadian 
gas producers, in terms of both prices and sales volumes. When available 
supplies more closely match demand, the price should rise to approximate 
the price of natural gas substitutes in the market place, primarily residual 
fuel oil. 

The size of the U.S. gas market means even a small increase in U.S. 
import requirements would have a major impact on Canadian sales. 
Canadian exports could reach 1.5 Tcf by the early- to mid-1990s. Even with 


Sources: Cambridge Energy Research Associates and 


Petroleum Industry Research Associates, Inc 


Revenues are 
currently depressed 


this 50 per cent increase in sales, Canadian gas would still supply less than 
10 per cent of the total US. market. Such an increase appears quite 
consistent with the availability of established Canadian supplies, given 
anticipated prices and expected Canadian requirements. The existing 
pipeline capacity can handle this level of exports, and the U.S. regulatory 
environment is expected to be increasingly favorable to Canadian gas 
imports as U.S. needs increase. 


Although the future appears promising, there are a number of major 
challenges faced by the Canadian natural gas business. Perhaps most 
fundamental is planning investments for the future at a time when producer 
revenues are low. In 1987 gross export. revenues stood at $2.6 billion, 
scarcely more than half the 1982 level of $4.8 billion. 

The revenue drop has resulted from both lower natural gas prices and 
reduced export volumes, The average Canadian/U:S. border price 
decreased from a high of Cdn. $6 per thousand cubic feet (Mcf) in 1982 to 
$2.60 in 1987, a drop of over 50 per cent. Gas prices were forced down to 
remain competitive with cheaper oil supplies available during the 1980s. 

In addition, deregulation at a time of natural gas surplus led to intense 
competition between gas suppliers as contracts expired or were renegoti- 
ated. This competition is illustrated by the growing U.S. spot market, which 
has risen in just a few years from almost nothing to over 50-per cent of total 
U.S. sales in 1987. During the year, the spot price of gas averaged about 
Cdn. $2 per Mef, 70-80¢ below the equivalent price for heavy fuel oil. 

The drop in the price of gas has led to proportionately larger decreases 
in the price received by Canadian producers, referred to as the ‘‘netback’’. 
This situation arises because the cost of transportation, a significant com- 
ponent of the price, has been stable. On the upside, the reverse is also true. 
As prices increase, producers’ netbacks will grow by a larger proportion. 

Deregulation at a time of substantial surpluses has also worked against 
Canadian gas export volumes, which until recently have dropped more 
rapidly than has U.S. domestic demand. As demand declined, inter- 
state pipelines tended to accept supplies from U.S. rather than Canadian 
producers. ‘“Take-or-pay’’ clauses in contracts meant that pipeline compa- 
nies would have to pay for the U.S. volumes even if they did not take them. 
For gas producers, reduced revenues over the last several years caused 
unexpectedly low returns on previous investments and serious drops in cash 
flow. Under such circumstances, it is difficult for many companies to 
undertake aggressive exploration programs. 


Export revenues received by Canadian gas producers have declined ($ billions) 
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The trend toward 
deregulation 


Extensive regulation has been a characteristic of the Canadian natural gas 


“ business since the late 1950s. At that time, the federal government decided it 


was in the national interest to provide for a broad domestic gas market. 


' With, subsidies given to build a pipeline connecting Western producers with 
‘central Canadian consumers, governments proceeded to ECOBIO! prices.and 


collect.revenues from the ensuing business. 

In the early 1970s, the industry was characterized by very low regulated 
prices. By the middle of the decade, gas was significantly underpriced 
compared to. oil, contributing to a growing concern about the potential for. 
serious supply shortages i in both Canada and the United States. Major shifts 
in government policy i in both countries reflected these concerns, and led to 


‘higher gas prices, further exploration and increased supply. 


With declining oil prices and falling. energy demand in the early 1980s, 
artificially high gas prices resulted in the surplus that characterizes North — 
American gas markets. Responding to this problem, governments began to 
dismantle the regulatory framework. In: 1984 the uniform border pricing 


‘system for natural gas exported to the United States ended. F or the first 


time since the mid-1970s, Canadian producers were allowed to negotiate. 
directly with U.S. buyers, subject to ‘certain conditions. 

. An agreement was reached in October 1985 between the Canadian 
fedéral government and the governments of the gas-producing provinces of 
Alberta, British Columbia and Saskatchewan ‘on further deregulation. By — 
November I, 1986, the agreement effectively moved the industry from 
government: -administered prices toa market-oriented price regime for both 
domestic and exported natural gas. More streamlined and flexible regula- 

tory procédures, including fewer restrictions on exports of Canadian gas, 


“have provided lower prices for consumers and improved market access for 
producers. Subsequent regulatory changes at federal and provincial levels 

. have been designed to supplement the 1985 natural gas agreement. In — 
September 1987 the National Energy Board eliminated its surplus test, a 


formula that determined allowable gas-export volumes. The new system 


combines the export application process with regular monitoring to safe- 
guard future Canadian gas requirements. 


_ Deregulation has also occurred in the U.S. natural gas ste Several 
decisions by the Federal Energy Regulatory Commission have‘had the effect 
of i increasing competition, allowing brokers and marketers to arrange sales 
and transportation of natural gas, and changing the role played by » 
interstate pipelines. Progress toward open- access transportation has | 
encouraged the growth of the spot market and attempts by purchasers to 


iP modify long-term gas ‘contracts that typically include take-or-pay clauses. 


The new world 
of deregulation 


Gas producers 
assume risks 


Deregulation - permitting the price of gas to be determined by market 
forces rather than government policy — is a positive development for the 
Canadian gas industry. It has been almost universally applauded by 
consumers, producers and governments. In the past, producers simply sold 
the gas they found to pipeline companies at prices set by governments. 
Under deregulation, gas can increasingly be sold to anyone willing to buy it, 
including end-use customers, at prices determined through negotiation. 
These institutional changes require significantly different approaches to the 
gas business, and involve different risk and reward trade-offs than in the past. 

In Canada, most deregulation issues have been resolved, though a few 
particularly difficult problems remain. Currently under discussion is pricing 
for the residential, commercial and small industrial customers termed the 
““core’’ market. This is a complex issue involving the interpretation of the 
1985 Federal/Provincial Agreement on Natural Gas Markets and Prices and 
the treatment of existing contracts. Most core customers are currently 
served by previously negotiated long-term contracts between local distribu- 
tion companies and major shippers, which in turn are backed up by 
contracts between shippers and producers. Although these contracts have 
been recently renegotiated to yield lower prices for consumers, it has been 
suggested that prices would be even lower if existing contracts were voided 
and core customers were permitted to negotiate directly with producers. 

As deregulation unfolds, Canadian producers are working hard to 
obtain what the process promises - equal access to U.S. customers. The U.S. 
Federal Energy Regulatory Commission has established a voluntary pro- 
gram for U.S. interstate pipelines to become open-access natural gas 
carriers for third parties. Unfortunately, the response has been slow. To 
date, only one U.S. interstate adjacent to the Canadian border can be 
considered open access. This situation reflects the surplus of gas in the 
United States, and the existence of significant take-or-pay difficulties 
between most interstates and U.S. domestic producers. The extent and 
timing of open access for Canadian gas producers to the major U.S. gas 
markets remain to be seen. 


As they look ahead toward opportunities presented by deregulation and a 
shift in the balance between supply and demand, producers have decisions 
to make. While there are markets that look profitable, there are many risks 
that must be borne in order to reach them. 

Canadian natural gas resources are plentiful. However, finding new 
reserves, developing fields, building production, gathering and processing 
facilities, and finally, linking with and negotiating access to major pipeline 
systems is complex, time-consuming and expensive. On average, this 
process takes from four to seven years. There is therefore a significant gap 
between high front-end expenditures and the receipt of revenues. 

During the time lag between investments and revenues, both sales 
volumes and prices will be affected by many factors. These will include the 
level and volatility of world oil prices, U.S. and Canadian economic activity, 
conservation and substitution initiatives, evolving government policies, and 
the supply response of U.S. gas producers as prices begin to rise. 


A stronger natural 
gas business 


A promising business 
for Petro-Canada 


These risks are manageable. Canadian gas producers are assessing the 
match between their assets and the potential offered by newly opening 
markets. Management teams are developing strategies that will make the 
most of growing investment opportunities in the natural gas business. 


The Canadian natural gas industry is attracted by prospects of more stable 
North American natural gas demand and open access to U.S. markets, 
coupled with rising prices and declining U.S. supply. Recent downward — 
trends in export revenues should rebound and encourage new Canadian 
investments. With its large reserves and developed infrastructure, Canada is 
capable of supplying North American markets with increased gas volumes 
for many years. Improved export markets and revenues will encourage 
exploration and development, helping ensure ample, competitively priced 
gas supplies for Canadian customers. At.a time when weak world oil prices 
place some limits on opportunities in oil exploration and development, the 
strengthening of the natural gas business will add welcome vitality to the 
Canadian oil and gas industry. 


Petro-Canada is currently a major player in Canada’s natural gas industry. 
Using latest published-data, the Corporation ranks third in proven reserves 
and fourth in production. It operates 16 gas processing facilities and isa 
partner.in 34 other gas processing plants in the Western provinces. In 
British Columbia, the Corporation is the industry leader. 

Petro-Canada is also a major producer of valuable natural gas by-prod- 
ucts. If is part-owner of two natural gas liquids straddle plants, one at 
Empress, Alberta, and the other at Taylor, British Columbia. 

In addition to its reserves position in Western Canada, the Corporation 
has made significant discoveries-of natural gas in the Arctic and East Coast 
offshore. Petro-Canada owns 52,7 per cent of Panarctic Oils Ltd., the 
principal explorer in the Arctic Islands over the last 20 years. 

Prospects of higher-returns in the natural gas business have led Petro- 
Canada to compete aggressively in the domestic and export sales markets. 
The Corporation’s gas marketing capability has been significantly strength- 
ened and greater attention has been given to gas exploration and 


development. 


The Corporation’s strength in the business today, its position in the 
major opportunities of the future, and its strategic thrust toward a greater 
emphasis on gas point to a promising future in the industry. 


Resources Division 


Earnings almost 
tripled over 1986 


Petro-Canada 
captured the 
benefits of firming 
oil prices by 
keeping production 
at high levels 

and cutting costs 


Financial and Operating Profile 


Financial 1987 1986 
Revenue (millions of dollars) 1 138 1 080 
Earnings (millions of dollars) 162 57 
Cash generated from operations 

(millions of dollars) 563 399 
Net capital expenditures (millions of dollars) 336 316 
Average capital employed (millions of dollars) 4 155 4 104 
Cash flow return on average capital employed 

(per cent) 13.9 10.0 
Operating 1987 1986 
Crude oil and field natural gas liquids 

production, net before royalties 

(thousands of m3 per day) 

Conventional crude oil 10.1 10.1 

Synthetic crude oil 37/ 345) 

Bitumen 0.5 0.6 

Field natural gas liquids ral Dell 

Total 16.4 16.3 


Natural gas production, net before royalties 
(millions of m3 per day) 


Natural gas liquids production from straddle 
plants including ethane 
(thousands of m3 per day) 


Proven reserves of crude oil and natural gas 
liquids, net before royalties (millions of m3) 


Number of years of production of crude oil and 
natural gas liquids represented by remaining 
proven reserves 


Proven reserves of natural gas, net 
before royalties (billions of m3) 


Number of years of production of natural gas 
represented by remaining proven reserves 
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Bellshill Lake is Petro-Canada’s 

top conventional oilfield. Superintendent 
John Hawkins and system analyst 

Lori Clipperton use computerized data 
to fine-tune production operations. 
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Resources Division 


In 1987 the Resources Division recovered from the difficult year experienced 
in 1986. Earnings reached $162 million, nearly three times the $57 million for 
the previous year. Cash generated from operations amounted to $563 million, 
up 41 per cent from $399 million in 1986. Cash flow return on average capital 
employed was 13.9 per cent, up from 10.0 per cent in 1986. 

Western Canadian conventional operations remained central to 
the Division’s results. Production was maintained at high levels, allowing the 
Corporation to capture the benefits of stronger world oil prices. The oil price 
increase accounted for much of the revived earnings performance and offset 
the effect of weaker natural gas prices. Higher profits also reflected the impact 
of improved fiscal terms enacted by governments and productivity initiatives 
implemented during the year. 

In late 1986, governments responded to the dramatic declines in 
oil and gas prices by removing the Petroleum and Gas Revenue Tax and 
making other royalty and tax changes. These changes had the effect of 
improving unit production margins in 1987 to levels close to those prevailing 
in 1985 when prices were about U.S. $30 per barrel. 

To contribute to the Corporation’s financial performance objec- 
tives, the Resources Division followed carefully devised strategies that recog- 
nize the Corporation’s breadth and balance and need for long-term growth. 
These strategies involve incrementally developing in situ and mineable oil 
sands, selectively investing in offshore and international prospects, placing 
more emphasis on natural gas, and optimizing revenues from existing assets. 
Though the focus of capital spending was on Western Canadian conventional 
operations, developing future opportunities also required investments. 


Actively pursuing oil sands development 
In 1987 the Corporation moved forward with phased development of in situ 
oil sands and expanded activity in mineable oil sands. 

At the Wolf Lake project, in east-central Alberta, construction 
began on a second phase of development. Petro-Canada has a 50 per cent 
interest in this partner-operated, commercial in situ oil sands project. Gross 
daily production capacity will increase from 1 300 cubic metres to about 3 300 
cubic metres by late 1989, resulting in lower overall unit operating costs. 
Increased revenues will total approximately $70 million per year at 1987 
bitumen prices. 

The second phase involves the addition of 250 wells by 1989 plus 
approximately 50 wells in each subsequent year through the life of the project. 
The central steam generation and production handling facilities will also be 
expanded. Total capital costs for the 25-year project are estimated at about 
$750 million in 1987 dollars, including pre-production costs of about $200 
million. Some 360 workers will be employed at the peak of construction and 
approximately 40 permanent jobs will be created when the expansion is fully 
operational. In 1988 Petro-Canada and its partner are planning to test a pilot 
combustion project designed to boost bitumen recovery rates. 
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The Syncrude oil sands mining project achieved its third consecu- 
tive year of record production. Petro-Canada has a 17 per cent interest in the 
project and serves on its management committee. In 1987 Petro-Canada’s 
share of production was 3 700 cubic metres per day, yielding revenue of $201 
million, up 17 per cent from 1986. Production will increase by 14 per cent with 
the completion of the capacity addition project in 1990. Currently, the 
Syncrude plant produces about 11 per cent of Canada’s crude oil. 

Syncrude management has reduced unit operating costs about 
40 per cent in as-spent dollars since the early 1980s. Greater efficiency has 
resulted from improved operating practices and modifications to equipment. 
For example, the planned interval between major maintenance turnarounds 
for the two coking facilities has been increased to 18 months, and the 
duration of the shut-down period has been reduced. 

During 1987, the Syncrude participants proceeded with engineer- 
ing work to determine the feasibility of a $4 billion plant expansion which 
would increase production capacity by a further 50 per cent. These studies 
will continue during 1988 with support from the Government of Alberta. 

Petro-Canada has large landholdings in both in situ and mineable 
oil sands and routinely evaluates development opportunities. The Corporation 
and five other participants began discussions with governments during the 
year on the feasibility of a $4 billion oil sands mining project known as 
OSLO. Located at Kearl Lake, near Fort McMurray, the project lease 


The Wolf Lake in situ oil sands 
operation is being expanded to 
more than double its produc- 
tion. Petro-Canada is a 50 per 
cent partner in the project. 
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Eventual production from the 
Terra Nova oilfield off New- 
foundland moved closer follow- 
ing successful testing at the H-99 
delineation well. 
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contains large, high-quality deposits. In addition, Petro-Canada continued 
its involvement with several in situ test facilities in northeastern Alberta. 


Selectively investing in offshore and international prospects 
The Corporation focused its 1987 East Coast offshore activity on the most 
promising development opportunities. 

On the Grand Banks, Petro-Canada drilled a delineation well in 
the Terra Nova oilfield where the Corporation holds a major interest and is 
the operator. The well, which was tested in November, generated very en- 
couraging results, confirming field reserve estimates. With improved produc- 
tion prospects, Petro-Canada now has increasing confidence in the feasibility 
of a Terra Nova development project. In December, Petro-Canada began a 
seventh delineation well. Work on development alternatives involving float- 
ing production systems began during 1987 and will be completed at the end of 
1988. Current plans indicate that, given continued drilling successes and 
timely regulatory approvals, construction could begin by 1991. 

In August, Petro-Canada completed a delineation well in the 
Panuke field, 250 kilometres east of Halifax. During testing, a tanker load of 
oil recovered from the well was shipped to Petro-Canada’s Montreal refinery 
for commercial processing. Reserves found to date are relatively small for an 
offshore development. 

Discussions with partners and governments continued during 
1987 on the development of the Hibernia oilfield off Newfoundland, though 
fiscal terms remained unresolved at year end. Petro-Canada is committed to 
participate in the development should negotiations lead to an agreement. 

In 1987 the Corporation reduced frontier land expenditures. Only 
those frontier landholdings containing significant discoveries or possessing 
definite medium-term exploration potential were retained. As a consequence, 
exploration rights were relinquished in large areas off the East Coast and in 
the North. 

During the year, Petro-Canada increased its emphasis on interna- 
tional programs. Given the likelihood that weak world oil prices will lead to 
the deferral of many Canadian oil and gas projects, the Corporation is 
examining a number of attractive international opportunities for the explo- 
ration and development of inexpensive reserves. As operator, Petro-Canada 
led two exploration ventures in Colombia and one in Papua New Guinea; 
work undertaken in 1987 consisted of geological, geophysical and drilling 
activity. After being awarded a service contract for operations in the Oriente 
region of Ecuador, Petro-Canada established in Quito its first foreign office. 
Petro-Canada also participated in exploration ventures in Indonesia, Spain 
and Colombia. Revenues of $21 million were received from production at the 
partner-operated Casablanca oilfield in offshore Spain. 


Increasing emphasis on natural gas 

As expected, surplus natural gas supply and declining prices depressed the 
financial performance of the natural gas business. Petro-Canada’s produc- 
tion at 12.3 million cubic metres per day was up over 1986, but the average 
field-gate price received for natural gas fell from about Cdn. $2.10 per Mef in 
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Natural gas production, 1986 to $1.60 in 1987. This meant that even though production rose, revenues 
net before royalties i ; 
(millions of m3 per day) were lower than in the previous year. 


In spite of this situation, Petro-Canada took a number of steps to 
gain efficiencies and position itself for future market opportunities. 

The Corporation strengthened its natural gas marketing capabil- 
ity. Currently, 4 per cent of Petro-Canada’s production is used in direct sales, 
23 per cent goes to internal markets and 73 per cent is handled by Canadian 
shippers. During the year, direct sales contracts were renewed with three 
B.C. industrial end-users, and the Corporation made its first direct spot 
market sale to an industrial consumer in the U.S. Pacific Northwest. 
Petro-Canada also completed arrangements to increase gas supplies to 
internal markets including, for the first time, the Montreal refinery. 

Additional natural gas sales continue to be hindered by complex 
regulatory requirements, specifically in pipeline transportation. Petro- 
Canada took steps to secure long-term, contracted transportation services in 
British Columbia to facilitate the future movement of its gas to market. 
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During the year, some previously unconnected reserves were tied 
in, such as the Pembina Keystone and Chard fields in Alberta. Productivity 
at producing fields was also increased through facility improvements. 

In December, Petro-Canada and its partners requested approval 
from the Alberta Energy Resources Conservation Board for an $89 million 
expansion to the Brazeau sour gas facility which the Corporation operates in 
west-central Alberta. Petro-Canada and its partners will participate in public 
hearings in 1988.The expansion will include additional production wells and 
an enlarged gathering system. Expected to come on stream in late 1989, it will 
increase Petro-Canada’s share of natural gas processing capacity 140 per cent 


John Birt of Skeena Cellulose 
Inc. and Jerry van der Linden, 
Petro-Canada’s manager of 
natural gas market develop- 
ment, watch as bales of pulp are 
prepared for shipment. Petro- 
Canada supplies gas directly to 
the Skeena Cellulose pulpmill at 
Prince Rupert, British Columbia. 


Lori Clipperton, project system 
analyst in Calgary, monitors 
data from field locations across 
Alberta. The new, integrated 
production data system pro- 
vides a single computerized 
data base from which produc- 
tion operations are managed. 
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to 700 000 cubic metres per day. At current prices, Petro-Canada’s share of 


additional revenues will be $8.5 million per year. 

In October, a six-inch pipeline was completed between Petro- 
Canada’s wholly owned Petroleum Transmission Company pipeline and the 
Cochin pipeline near Regina, Saskatchewan. The $1 million investment 
enables liquefied petroleum gas to be shipped more economically and with 
greater flexibility from the Corporation’s Empress straddle plant to markets 
in Central Canada and the United States. During the year, Petro-Canada also 
improved transportation access on the Cochin pipeline to the petrochemical 
market in Sarnia, Ontario; this in turn helped strengthen demand for propane 
produced at Empress. 


Optimizing revenues from existing assets 
The upstream business is largely driven by external forces, especially world 
oil prices. Success hinges on increasing margins through finding better ways 
to use existing assets and minimize costs. 

Based on the experience gained at six test locations in 1986, Petro- 
Canada effected major changes in the management of Company-operated oil 
and gas fields in Western Canada. By year end, a management approach 
characterized by integrated reservoir and production management teams had 
been implemented at 16 of Petro-Canada’s major fields. A typical team 
consists of supervisory and working-level representatives from reservoir, 
production and facilities engineering, and the operations group. Their goal 
is to balance short-term demands for maximum volume with the longer-term 
need to manage reserve depletion. 

Petro-Canada’s top revenue-generating conventional field, at 
Bellshill Lake in east-central Alberta, illustrates the approach. The Bellshill 
Lake team conducted plant and field capacity testing and used the results to 
lower operating costs and maximize lifting capability with the existing equip- 
ment. The team also designed and implemented, within just six months, a 
$6.5 million, 17-well infill drilling program that increased total field oil 
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production by 9 per cent. The same approach has been adopted at some of the 
Corporation’s smaller fields. At the Kobes gas field in northeastern British 
Columbia, one such team significantly increased production by undertaking 
additional drilling, installing compression with state-of-the-art equipment, 
and building new facilities. 

In numerous instances, individual employees proposed cost con- 
trol and margin improvement programs. While most initiatives were rela- 
tively small, the cumulative effect reached approximately $11 million. 

Well performance was enhanced at Petro-Canada’s Cactus Lake 
and Salt Lake heavy oil fields in Saskatchewan. A unique concept using 
produced gas to fuel pump motors eliminated the need for large quantities of 
propane. These modifications gained yearly savings of approximately 
$500 000. In another instance, staff replaced the conventional steel rods used 
to pump oil from the Utikuma oilfield in north-central Alberta. Made of 
fibreglass, the new rods are lighter and more flexible and have resulted in 
lower operating costs and a 70 per cent increase in oil production. 

Work at the Smiley oilfield in western Saskatchewan was an 
example of facility optimization. The installation of a compressor made it 
possible to lower pressures in the field gathering and processing system while 
maintaining sales of associated gas to a local utility at contracted pressures. 
The lower system pressures enabled more oil to flow into the well bores, 
increasing total production from the field by 10 per cent. 

Certain changes in business procedures also led to higher profits. 
An example was the implementation of a computer system to monitor 
electrical purchases for production facilities. When fully operational in the 
spring of 1988, the system will streamline procedures, compare actual with 
budgeted billings and flag excessive expenditures. By year end, it was already 
evident that systematic management of purchases could reduce total electric- 
ity expenditures by about $800 000 per year. 

Computerization enabled Petro-Canada to begin an integrated 
production data system. This system will reduce costs over the longer term by 
facilitating quicker responses to operating problems as well as more effi- 
ciently meeting external reporting requirements. 

During 1987, production, drilling and engineering groups in 
Western Canada implemented a comprehensive loss control program. An 
international rating system is being used to improve working conditions, 
reduce losses and heighten awareness of personal and equipment safety. 
Results for the year included the development of a computerized loss event 
reporting program, investigation and analysis of losses, and the design, 
implementation and evaluation of preventive measures. Compared to 1986, 
revenue losses and other costs due to interruption of operations, equipment 
damage and preventable accidents dropped by SO per cent. Disabling injuries 


were halved and preventable vehicle accidents were down by about 45 per cent. 
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Earnings and 
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by price cutting 
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retail markets 
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customer loyalty 
while reducing 
operating costs 


Financial and Operating Profile 


Financial 1987 1986 
Revenue (millions of dollars) 4 461 4 588 
Earnings (millions of dollars) 95 BB) 
Cash generated from operations 

(millions of dollars) 330 346 
Net capital expenditures (millions of dollars) 

Property, plant and equipment 122 112 

Acquisitions = 301 
Average capital employed (millions of dollars) 2 WSS 2 846 
Return on average capital employed (per cent) 3.4 4.0 
Operating 1987 1986 
Petroleum product sales 

(thousands of m3 per day) 45.6 44.4 
Number of retail and wholesale 

marketing outlets 4 268 4 344 
Refinery crude capacity 

(thousands of m3 per day) 64.0 64.0 
Crude oil processed by Petro-Canada 

(thousands of m3 per day) 48.4 47.2 
Refinery utilization (per cent) 76 74 


Petro-Pass is Canada’s number 

one truck fuelling network. 

The system offers truckers convenient, 
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Results for the Products Division in 1987 were limited by several external 
factors. As a consequence, earnings of $95 million were down 17 per cent 
from a year earlier. Cash generated from operations amounted to $330 
million, 4.6 per cent less than in 1986. Return on average capital employed 
was 3.4 per cent. 

Although Canadian demand for petroleum products rose slightly 
in 1987, surplus refining and marketing capacity continued to hold industry 
profitability at disappointing levels. Profit margins were squeezed during 
1987, particularly in the second half of the year when product prices did not 
fully recover rising costs, particularly for crude oil. In the fourth quarter of 
1987, average product prices actually fell. In Eastern Canada, intervention in 
the market by several provincial governments led to ceilings or rollbacks on 
petroleum product prices. In Western Canada, intense competition also 
pushed prices below levels necessary to provide adequate returns. 

For Petro-Canada, petroleum product sales increased approxi- 
mately 3 per cent. Sales of gasoline were stable while sales of distillates were 
up slightly. Volumes of crude oil processed were up 2.5 per cent from 1986 
with refinery utilization for the year averaging 76 per cent, up from 74 per 
cent in 1986. 

The Products Division continued to seek improvements in profit- 
ability by concentrating on four key strategies: providing superior customer 
service, maximizing revenues from existing marketing assets, cutting costs in 
refining, and seeking operating efficiencies through computerization and 
integration. 


Placing customers first 

Petro-Canada recognizes that satisfied customers are critical for earnings 
growth in its business. For this reason, the Corporation’s downstream 
activities are driven by the needs of the customer. 

In retail operations, Petro-Canada implemented national service 
standards and trained over 6 000 retailers and station attendants. A program 
to encourage community participation and improve image, called Club 
Excellence, was expanded during the year. A special President’s Award was 
introduced to give recognition to outstanding performers. In addition, a 
national business associates council was established. The council will meet 
regularly with Petro-Canada management to improve retail operations. 

Better communications with customers is a top priority. Petro- 
Canada introduced a toll-free customer service line linked to the Corpora- 
tion’s retail credit card centre. Centralized computer tracking guarantees 
effective management of all queries, complaints, compliments and sugges- 
tions. This service, available at year end in the Maritimes and Ontario, will be 
expanded nationally in 1988. Products Division management also organized 
customer appreciation days in cities across the country. Employees from 
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throughout the Division volunteered to spend a day at a service station, 
helping to promote Petro-Canada’s products and services and gaining an 
appreciation of motorists’ needs. These kinds of initiatives are central to 
building a stronger bond between Petro-Canada and its customers. 

Service standards are also being strengthened in wholesale and 
commercial operations. For instance, new training modules were introduced, 
the Club Excellence program was enhanced, customer appreciation days were 
held at major trucking facilities, and a national business council for whole- 
sale agents was established. In addition, two major customer-focused pro- 
grams were expanded during the year. 

One of these is Petro-Pass, the country’s foremost truck fuelling 
network. This system offers truckers convenient card-activated access to fuel 
and lubricants throughout the country on a round-the-clock basis. At some 
of the outlets, special services are available such as accessory shops, showers 
and overnight parking. During 1987, the Corporation expanded the Petro- 
Pass system, adding 18 new facilities, mainly in Quebec and Atlantic Canada. 
By year end, Petro-Pass was a truly national network comprising 104 outlets 
at locations no more than 600 kilometres apart. 

Petro-Canada’s national fleet fuel and maintenance program was 
also expanded, resulting in increased sales of fuels and lubricants. Drivers of 
fleet vehicles can use special fleet credit cards for purchases at any one of the 
Corporation’s retail outlets. Specialized fleet maintenance services are pro- 
vided at Petro-Canada outlets designated as authorized fleet care centres. 
During 1987, 50 more centres were added, bringing the total to 360 across 
the country. 


Dick Klumpenhower, a 
Calgary Certigard man- 
ager, discusses service 
requirements with a 
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new personal car care 
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Petro-Canada’s focus on the customer was also demonstrated 
following an unexpected difficulty in lubricants production. In June, a fire 
caused by equipment failure resulted in severe damage to the HydroTreater 
refining unit at the Clarkson lubricants plant in Mississauga, Ontario. Rapid 
responses by the local fire department and Petro-Canada staff ensured the 
fire was quickly contained and that no injuries occurred. Nonetheless, the 
damage jeopardized Petro-Canada’s ability to supply customers that relied 
on the quality inherent in lubricants produced through the HT process. 

By bringing in partially processed product from Petro-Canada’s 
Montreal refinery, hydrotreated base stock from foreign plants and some 
finished products from Canadian suppliers, the Corporation continued to 
supply all of its blended lubricants customers and some of its process oil 
customers. Those whose requirements could not be met were assisted by a 
Petro-Canada staff team in obtaining suitable short-term alternative sup- 
plies. At year end, construction was under way on new vessels for the 
HydroTreater; with startup anticipated in July 1988, Petro-Canada will 


resume production and delivery of a complete range of top-quality lubricants. 


Increasing revenue from existing assets 
To increase revenues from existing marketing assets, the Corporation sought 
to strengthen petroleum and petroleum-related operations. Existing pro- 
grams were developed more fully and new businesses were introduced to 
achieve this objective. 

During 1987 Petro-Canada introduced a new line of franchises in 
automobile maintenance and repairs. Called Certigard, it is a comprehensive 
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blueprint for success in this sector, covering customer relations practices, 


service procedures, management systems, facilities and equipment, technical 
training, products and marketing. The elements are designed to work as a 
system to boost efficiency, and attract and retain customers by offering 
unmatched service. By year end, arrangements had been made to implement 
the Certigard franchise at 51 Petro-Canada retail outlets; further expansion 
will occur in 1988. 

In the past, Petro-Canada has participated significantly in the 
convenience store market through association with national ‘‘c-store’’ 
chains. However, recognizing the potential for increased revenues by offering 
one-stop shopping, the Corporation is establishing its own identity in the 
convenience store business. By year end, 12 new stores were operating at 
Petro-Canada facilities under the Neighbours banner or as Le Frigo in 
Quebec. Sales of both convenience items and gasoline at the initial locations 
have exceeded expectations. The Corporation plans further development of 
this program in 1988. 

With the premier network of tunnel car washes in Canada, 
Petro-Canada washes over 11 million cars a year at 200 locations. This 
activity generates significant revenues and also enhances the Corporation’s 
gasoline sales. In 1987 Petro-Canada began a program to gain greater value 
from this asset. The Corporation is upgrading its equipment, improving its 
operating practices and enhancing staff training. These plans have been 
developed to increase loyalty and gain new customers by building on the 
Corporation’s advantage in tunnel car washes. 
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Cutting costs in refining 

In order to improve refinery utilization, the Corporation plans to integrate 
the refineries in Edmonton, Alberta, and Port Moody, British Columbia, 
effective in the fall of 1988. Partially processed feedstock will be shipped 
from Edmonton to Port Moody via the TransMountain pipeline for final 
processing and blending into finished products. 

The decision will result in the closing of Port Moody’s catalytic 
cracking and alkylation units. Many of the affected employees will be offered 
positions elsewhere in the organization. 

Besides improving refinery utilization, the integration of the 
Edmonton and Port Moody facilities takes full advantage of Edmonton’s 
strengths in crude refining and Port Moody’s octane generation capability. 
The Port Moody refinery will continue to supply West Coast markets with 
customized gasolines, diesel fuels, heating oil and jet fuel. 

Since September 1986, the Corporation has been actively engaged 
in a crude oil futures trading program. The primary purpose is to hedge 
against adverse price movements in the Corporation’s basic products. This 
trading is conducted under carefully controlled conditions and the results are 
regularly monitored. By hedging the Corporation’s physical barrel exposure 
to adverse price movements, futures trading provides relative stability in an 
otherwise volatile international environment. 


Gaining efficiencies through computerization and integration 

Following a successful pilot program in 1986, the Corporation began 
installing electronic credit authorization terminals at its service stations. By 
early 1988, the equipment will be in place at about 2 500 high-volume 
locations across the country and will handle most of the Corporation’s 
annual load of 55 million credit card transactions. 

Petro-Canada’s customers find the system more convenient; it 
takes about 20 seconds to process a purchase using the credit authorization 
terminal, including less than six seconds to verify the card. The system also 
speeds up credit card billing and reduces card processing errors. The 
Products Division obtains savings through the freeing-up of working capital 
and the reduction of operating costs. With less paperwork, service station 
dealers benefit from improved invoice records and simplified bookkeeping. 

In product distribution, continued rationalization and computer- 
ization produced further efficiencies. The improved light oil distribution 
system, introduced in 1986, was expanded to Quebec and the Maritimes and 
small centres throughout Canada. This system automates inventory control 
and improves delivery scheduling to company outlets and customers. In 
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Petro-Canada is experimenting 
with a Canadian innovation that 
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and allowing payment in a matter 
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addition, automation was begun at the Corporation’s commissioned bulk 
outlets in late 1987. Benefits include lower requirements for working capital 
and improvements in order entry, delivery scheduling and inventory manage- 
ment. 

Integration of the former Gulf marketing operations, which was 
largely completed in 1986, created a number of opportunities for efficiency 
improvements in 1987. 

Multi-departmental teams standardized retail accounting, credit 
and distribution practices. In little more than one month, hundreds of 
thousands of retail accounts were converted to descriptive billing. Subse- 
quently, retail credit cards issued by Gulf were replaced with new Petro- 
Canada cards. The re-identification of retail facilities was accelerated during 
the year and is scheduled for completion in early 1988. 

Toronto area staff moved from three separate office buildings to 
the North York City Centre in the early part of the year. The new building 
now serves as the principal office for personnel located in Ontario. The 
improved communications and team spirit resulting from the move have led 


to greater operating efficiencies. 


Corporate Responsibility 


Petro-Canada works hard to develop and maintain a special relationship with 
the people of Canada. As Canada’s national energy corporation, Petro- 
Canada has certain responsibilities: a focus on Canada in its business 
decisions, a special attention to operational safety and environmental protec- 
tion, and a respect for the communities in which it does business. 

This winter’s Olympic Torch Relay is an excellent example of the 
potential that comes with Petro-Canada’s identity. The Corporation’s role in 
organizing the relay and transporting the Olympic flame across the country 
demonstrates the value that can be achieved from a commitment to the 
country and an ability to do a job well. 

In late 1985, when Petro-Canada won the right to stage the torch 
relay for the XV Olympic Winter Games, the Corporation recognized it had 
made a decision that went far beyond an exercise in good corporate 
citizenship. Rather than simply buying a sponsorship position that could be 
used in marketing, Petro-Canada accepted a much greater task — to actually 
organize and carry out an Olympic event. 

To make the most of its $6.9 million investment, Petro-Canada 
took the event in a completely new direction. For the first time in history, the 
torch relay was opened up to all people in the host country - any Canadian 
could apply to be one of the nearly 7 000 who would bear the torch. A route 
was selected that would allow as many people as possible to view the passage 
of the flame first-hand; 90 per cent of Canadians live within a two-hour drive 
of the route. 

Public involvement in the Olympic Torch Relay was encouraged. 
To select torchbearers, invitations were sent to all Canadian homes and an 
independent firm was then commissioned to supervise a lottery and draw 
winners from the 6.7 million applications. The torch was designed to 
resemble the Calgary Tower and was manufactured in Canada with Canadian 
materials. All torchbearers were provided with colorful, high-quality running 
suits, custom-designed by a Calgary manufacturer. 

Advertising and marketing budgets were redirected to torch 
relay-related initiatives. During the last two years, many millions of 
commemorative glasses were sold to the public, raising $4 million for an 
Olympic scholarship program called the Petro-Canada Olympic Torch Relay 
Legacy Fund. 

During the 88 days that the flame passed across the country, the 
response of Canadians was impressive and moving. For the Corporation, the 
endeavor was so successful that benefits go far beyond any incremental retail 
sales. For the nation, new meaning has been injected into the concept of 
Olympic spirit. Canadians have set a new standard by which all future 


Olympics will be judged. 
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Petro-Canada employees share the flame 

Petro-Canada employees began the task of organizing the torch relay in 

late 1985. A small management staff, reporting through the Products 
Division, was drawn from operating groups. Once the nature of the event 
was established — a relay open to any Canadian, a route spanning the country, 
a lottery to select torchbearers and special kilometres designated for Native 
and handicapped Canadians - the staff was expanded to 10 and detailed 
planning began. 

The enormity of the task meant that relay staff frequently had 
to request help from other employees. For instance, each of the 11 000 
kilometres travelled on land had to be carefully mapped out; volunteers 
repeatedly drove stretches of the route, noting landmarks and possible 
problems, and suggesting alternative roads to make the relay safer and more 
accessible for spectators. 

As the Calgary manufacturer delivered the thousands of 
uniforms needed for the event, dozens of Petro-Canada employees gave 
their own time to sort and pack them into individual bags for torchbearers 
and caravan staff members. 

A torch was needed that would withstand high winds and frigid 
conditions, would burn brightly and with an orange flame, yet would be safe 
and relatively smoke-free for indoor ceremonies. Staff at Petro-Canada’s 
Sheridan Park Research Centre formulated and tested the fuels for the job. 

From the time the flame arrived in Newfoundland from Greece 
until the Opening Ceremonies in Calgary, 700 employee volunteers spent 
week-long shifts working on the caravan. They drove the vehicles, ran as 
escorts with torchbearers and, with painstaking attention to detail, coordi- 
nated the complex day-to-day logistics. 

Throughout the planning and staging of the event, staff across 
the Corporation added enthusiasm and shared expanded workloads. In these 
ways, all Petro-Canada employees made a contribution to the XV Olympic 


Winter Games. 
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Crude oil prices were higher and more 
stable in 1987 than in 1986, but well 
below levels prevailing in 1985. 
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Responding to an uncertain world oil market 
Petro-Canada’s financial and operating results for 1987 were improved, 
largely as a result of increased prices for crude oil. In 1986, international 
crude oil prices dropped sharply to nearly U.S. $10 (Cdn. $14) per barrel and 
fluctuated for much of the year. With the introduction of deregulation in late 
1986, natural gas prices also fell dramatically. As a result, oil and gas 
production revenues and the value of reserves remaining in the ground fell 
substantially in that year. During 1987, the international crude oil market was 
more stable and prices ranged from U.S. $16 to $22 (Cdn. $21 to $29) per 
barrel, averaging over U.S. $19 (Cdn. $25) for the year. Field-gate natural gas 
prices averaged approximately Cdn. $1.60 per Mcf in 1987 versus Cdn. $2.10 
per Mef in 1986. 

Contributing significantly to Petro-Canada’s improved 1987 
results were the programs established during 1986 to cut costs whenever 
possible, downsize the organization and enhance operational flexibility. 


Financial results encouraging 

Consolidated earnings after redeemable preferred share dividends were $172 
million in 1987, up 40 per cent from $123 million in 1986. Reflecting the 
improvement in crude oil prices and the continuing realization of efficiency 
measures initiated in 1986, Resources Division earnings increased from $57 
million in 1986 to $162 million in 1987. Products Division earnings dropped 
from $115 million in 1986 to $95 million in 1987 due to a combination of 
factors that depressed profits in the industry. Corporate and other activities 
resulted in a loss of $44 million largely as a result of an increase in deferred 
profit in inventory due to higher crude oil prices. 


Natural gas prices* 

Following the implementation of dereg- 
ulation in late 1986, natural gas prices 
declined dramatically. Prices remained 
under severe pressure in 1987 because of 
surplus supply in North America. 
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Cash generated from operations versus 
net earnings* 
Cash flow available for the Corpora- 

tion’s purposes continues to be strong 
at $778 million in 1987. Earnings rose 
40 per cent in 1987. 
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Financial Review 


Cash generated from operations of $778 million in 1987 was up 
9 per cent from $711 million a year earlier. Cash generated by the Resources 
Division increased substantially from $399 million in 1986 to $563 million. 
Cash contributions from the Products Division declined from $346 million in 
1986 to $330 million in 1987. 

Net capital expenditures of $483 million were 8 per cent above 
1986 levels, with new investment directed primarily to the Resources Divi- 
sion. In addition, requirements for working capital in 1987, primarily related 
to Products Division inventories, were $244 million compared with a reduc- 
tion of working capital in 1986 of $406 million. 

Average capital employed by the Corporation in 1987 amounted 
to $7 353 million, compared with $7 226 million a year earlier. Cash flow 
return on average capital employed increased from 10.7 per cent in 1986 to 
11.3 per cent in 1987. This key measure of the Corporation’s performance has 
remained very close to the level prevailing in 1985 despite the world oil price 
collapse. 


Investment activities appropriate for current business environment 

Capital expenditures were increased in 1987 with emphasis placed on invest- 
ing for short-term cash flow while at the same time maintaining interests in 
the more promising, longer-term development projects. In particular, gross 
investments in the Corporation’s exploration program were reduced and the 
focus was shifted from the frontiers to conventional oil and gas properties in 
Western Canada. Capital expenditures in the refining and marketing business 
were also limited to the extent possible during integration of the former Gulf 
operations. The Corporation continues to invest within the framework of 


Profitability 

Cash flow return on average capital 
employed was sustained at approximately 
11 per cent over the last two years in 

spite of difficult business conditions. 


Cash flow and reinvestment 
Investment in 1987 responded to im- 
proving cash flow and the more stable 
and attractive business climate. 
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Financial position 

Debt plus redeemable preferred shares 
to capital, shown below as ‘‘Ratio’’, 
has averaged 35 per cent over the past 
five years. The ratio has steadily 
improved since 1985. 
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Financial Review 


current and prospective levels of cash generated from operations. Gross 
capital expenditures for exploration and development of Western Canadian 
conventional oil and gas were approximately $101 million and $108 million, 
respectively. Spending in frontier areas was $41 million and in oil sands $79 


million. Capital expenditures for refining and marketing totalled $122 million. 


Financial structure sound 

Petro-Canada’s financial position remains fundamentally sound. Despite the 
volatile and uncertain business environment, financial coverage and leverage 
ratios have improved during the past two years. At the end of 1987, the 
Corporation’s measure of debt plus redeemable preferred shares to capital 
declined to 35.7 per cent from 37.4 per cent at the end of 1986. Cash flow to 
debt plus redeemable preferred shares rose in 1987 from 33.5 to 37.0 per cent. 

The Corporation remains committed to maintaining the integrity 
of its financial structure. Cash generated from operations continues to be 
sufficient to finance a significant capital program and fulfil Petro-Canada’s 
fixed financial obligations, including both debt and the servicing of 
redeemable preferred shares. Dividends of $41 million paid on redeemable 
preferred shares in 1987 were $18 million lower than in 1986 due to lower 
prevailing interest rates and share redemptions. Interest expense of $73 
million was $6 million higher than in 1986. 

Considerable additional external financing will be required if the 
Corporation is to proceed with major new development projects. Given the 
uncertain business environment expected over the next few years and the long 
lead-times typical of major new developments, caution will be required. The 
financing of new commitments will be carefully planned to avoid undue 
levels of financial risk and safeguard the Corporation’s financial structure. 


Cash flow to debt plus redeemable 
preferred shares 

This ratio has averaged 37 per cent 
during the last five years and demon- 
strates the Corporation’s capability to 
manage its financial obligations. 
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Petro-Canada 
Management’s 
Responsibility 
for the Financial 
Statements 


Auditors’ Report 

To the Honourable 

Marcel Masse, P.C., M.P. 

Minister 

Energy, Mines and Resources 
Canada 

House of Commons 

Ottawa, Ontario 


The financial statements have been prepared by management in accordance 
with generally accepted accounting principles appropriate in the circum- 
stances. Management is responsible for the other information in the Annual 
Report, which is consistent, where applicable, with that contained in the 
financial statements. Management is also responsible for installing and 
maintaining a system of internal control to provide reasonable assurance that 
reliable financial information is produced. The Corporation has an internal 
audit department. whose functions include reviewing the system of internal 
control to ensure that it is adequate and functioning properly. 

The Board of Directors is responsible for ensuring that management fulfils 
its responsibilities for financial reporting and internal control. The Board 
exercises its responsibilities through the Audit Committee of the Board, a 
majority of which is composed of directors who are not employees of the 
Corporation. The committee meets with management, the internal auditors 
and the external auditors to satisfy itself that responsibilities are properly 
discharged and to review the financial statements. 

The external auditors conduct an independent examination, in accordance 
with generally accepted auditing standards, and express their opinion on the 
financial statements. Their examination includes a review and evaluation of 
the Corporation’s system of internal control and appropriate tests and 
procedures to provide reasonable assurance that the financial statements are 
presented fairly. The external auditors have full and free access to the Audit 
Committee of the Board. 


We have examined the consolidated balance sheet of Petro-Canada (incorpo- 
rated by Special Act of the Parliament of Canada) as at December 31, 1987 
and the related consolidated statements of earnings, retained earnings and 
changes in financial position for the year then ended. Our examination was 
made in accordance with generally accepted auditing standards, and accord- 
ingly included such tests and other procedures as we considered necessary in 
the circumstances. 

In our opinion, these consolidated financial statements present fairly the 
financial position of the Corporation as at December 31, 1987 and the results 
of its operations and the changes in its financial position for the year then 
ended in accordance with generally accepted accounting principles applied, 
except for the change (with which we concur) in the method of accounting for 
pension plans as explained in Note 14 to the consolidated financial state- 
ments, on a basis consistent with that of the preceding year. 

We further report that, in our opinion, the transactions of the Corporation 
and its consolidated wholly owned subsidiaries that have come to our notice 
in the course of our examination of the consolidated financial statements of 
Petro-Canada were, in all significant respects, in accordance with the 
Financial Administration Act and the regulations thereto, the charter and 
by-laws of the Corporation and its consolidated wholly owned subsidiaries 
and any directives given to the Corporation. 


Calgary, Alberta Ae al Gas F oe 


February 23, 1988 Chartered Accountants 
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Petro-Canada 
Consolidated Balance Sheet 


As at December 31, 1987 
(stated in millions of dollars) 


Assets 1987 
Current Assets 
Cash and short-term deposits $ 10 
Accounts receivable 892 
Inventories (Note 2) 12 
Income taxes recoverable 4 
Deposits and prepaid expenses 53 
1-680 
Investments (Note 3) 509 
Property, Plant and Equipment, net (Note 4) 6 197 
Deferred Charges (Note 5) 67 
$ 8 453 


Approved on behalf of the Board 


Vio a es 


Director Director 


1986 


$ 8 139 
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Liabilities and Shareholder’s Equity 


Current Liabilities 
Short-term notes payable 
Accounts payable and accrued liabilities 


Current portion of long-term debt 
Outstanding cheques less cash 


Long-term Debt (Note 6) 
Deferred Credits (Note 7) 
Deferred Income Taxes 


Redeemable Preferred Shares (Note 8) 


Capital (Note 9) 


Deficit 


ees 086 
nehapeye HU) $ — 
864 933 

6 13 

ine tah, 88 
1 183 1 034 

744 805 

190 198 

1! 633 1 469 

831 922 

4 161 4 161 
(289) (450) 
3.872 Sar lal 

$ 8 453 $ 8 139 
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Petro-Canada 


Consolidated Statement of Earnings 


For the year ended December 31, 1987 
(stated in millions of dollars) 


1987 1986 

Revenue 
Operating $ 4 982 $ 5 089 
Investment and other income 2 97 83 
5 079 5.172 

Expenses 
Crude oil and product purchases 2.214 2 405 
Marketing, general and administrative 819 787 
Producing and refining 727 576 
Depreciation, depletion and amortization 412 394 
Taxes other than income taxes (Note 10) 394 512 
Interest on long-term debt 59 36 
Other interest 3 14 31 
: 4 639 4 741 
Earnings before Undernoted Items 440 431 

Provision for Income Taxes (Note 11) 

Deferred 164 165 
Current : 203 84 
ths 227 249 
Net Earnings before Dividends on Redeemable Preferred Shares 213 182 
Dividends on Redeemable Preferred Shares (Note 8) - 4] 59 
Net Earnings after Dividends on Redeemable Preferred Shares Nea Ge yi OA} 
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Petro-Canada 


Consolidated Statement of Retained Earnings 


For the year ended December 31, 1987 
(stated in millions of dollars) 


i 1987 1986 
Retained Earnings (Deficit) at Beginning of Year $ (450) $ (519) 
Net earnings before dividends on redeemable preferred shares 213 182 
Dividends on redeemable preferred shares (41) (59) 
Exchange adjustment on redemption of redeemable preferred shares ere See a (54) 
Retained Earnings (Deficit) at End of Year $. (289) $ (450) 
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Petro-Canada 


Consolidated Statement of Changes in Financial Position 


For the year ended December 31, 1987 
(stated in millions of dollars) 


Internally Generated Cash 


Working capital provided from operations (Note 12) 


Proceeds from sale of property, plant and equipment 


Advances on future natural gas deliveries 
Internally generated-cash from operations 


Decrease (increase) in operating working capital (Note 13) 


Investment Activities 


Expenditures on property, plant and equipment 
Petroleum Incentive Program grants 

Increase in investments, net 

Increase in deferred charges, net 

Acquisition of Gulf Canada Limited assets 


Financing Activities and Dividends 


Increase (decrease) in short-term notes payable, net 
Redemption of redeemable preferred shares 
Dividends on redeemable preferred shares 
Reduction of long-term debt 

Proceeds from issue of long-term debt 


Increase (Decrease) in Cash 


Cash (Deficiency) at Beginning of Year 


Cash and Short-Term Deposits (Deficiency) at End of Year 


1987 1986 

$ - 784 728 
46 59 

Seine i) (17) 
819 770 
(244) 406 

; Ss) 1 176 
488 614 

(5) (166) 

142 Sf 

l 24 

Te Wha Ser: 301 
: 626 830 
313 (532) 
(102) (356) 

(41) (59) 

(21) (21) 

Sai 556 
s _ 149 (412) 
98 (66) 

(88) (22) 

$ 10 (88) 
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Petro-Canada 


Notes to Consolidated Financial Statements 


December 31, 1987 
(stated in millions of dollars) 


Note 1: Summary of Significant Accounting Policies 


(a) Basis of Consolidation 
The consolidated financial statements include the accounts of Petro-Canada, an agent of Her Majesty in right of 
Canada, and of all subsidiary companies (‘‘the Corporation’’) except Canertech Inc., which is excluded for the 
reason described in Note 3. 

The excess of the consideration paid for the shares of subsidiaries over the underlying net book values at the 
dates of acquisition is attributed to the related assets acquired and is amortized over the life of these assets. 


(b) Inventories 
Inventories are stated at the lower of cost and net realizable value. 


(c) Investments 
The Corporation accounts for investments in companies over which it has significant influence on the equity 
method. Other long-term investments are accounted for on the cost method. 


(d) Property, Plant and Equipment 

The Corporation accounts for its investment in oil and gas properties on the full cost method whereby all costs 
relating to the exploration for and development of oil and gas reserves are capitalized. Such costs include those 
related to lease acquisitions, geological and geophysical activities, lease rentals on non-producing properties, 
drilling both productive and non-productive wells and overhead related to exploration and development. 
Separate cost centres have been established for each country in which the Corporation has an interest in oil and 
gas properties. The Corporation applies a ‘‘ceiling test’’ to each of its producing oil and gas cost centres to ensure 
that such costs do not exceed the total of the estimated future net revenues from production of proven reserves, 
the unimpaired costs of certain projects in Canadian frontier areas and the unimpaired costs of unevaluated 
properties. The estimate of future net revenues is based upon prices and operating costs in effect at the balance 
sheet date. In addition a consolidated ceiling test provides for future administrative overhead, financing costs 
and income taxes. 

Costs are accumulated separately for the Syncrude Project, producing in situ and other oil sands leases. 
Overburden removal costs relating to oil sands which will be mined in future years are deferred and are charged 
to earnings when the related oil sands are mined. 

Substantially all of the Corporation’s exploration and production activities are conducted jointly with others. 
Only the Corporation’s proportionate interest in such activities is reflected in the financial statements. 

The interest cost of debt attributable to the construction of major new facilities is capitalized during the 
construction period. 


(e) Depreciation, Depletion and Amortization 

Costs incurred in producing oil and gas cost centres, other than unimpaired costs of certain projects in Canadian 
frontier areas and of unevaluated properties, and costs incurred on the Syncrude Project and producing in situ oil 
sands leases are depreciated or depleted separately on the unit of production method based on estimated proven 
recoverable oil and gas reserves before royalties. For purposes of calculating depreciation and depletion, natural 
gas production and reserves are converted to equivalent units of crude oil based on the relative energy content of 
each commodity. 

Costs incurred in non-producing oil and gas cost centres and other oil sands leases are subject to review for 
impairment. Any impairment is charged to earnings. When exploration proves to be successful, and economic 
viability has been established, the unimpaired balance is depleted on the unit of production method when 
production commences. 

Depreciation of other plant and equipment is provided on either the unit of production method or the 
straight line method as appropriate. Straight line depreciation rates are based on the estimated service lives of 
the related assets. 


(f) Income Taxes 

The Corporation makes full provision for income taxes deferred as the result of claiming depreciation, 
exploration, development and other costs for income tax purposes which differ from the related amounts 
charged to earnings. 
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Petro-Canada 


Notes to Consolidated Financial Statements 


December 31, 1987 
(stated in millions of dollars) 


Note 1: (Continued) 


(g) Translation of Foreign Currency 

Current assets, except inventories and prepaid expenses, current liabilities and long-term debt are translated at 
rates of exchange in effect at the balance sheet date. Long-term assets, inventories, prepaid expenses, deferred 
income taxes and redeemable preferred shares are translated at rates of exchange in effect at the respective 
transaction dates. Revenue and expense items are translated at the average rates of exchange in effect during the 
year, except for depreciation, depletion and amortization which reflect rates of exchange in effect when the assets 
were acquired. 

The resulting exchange gains or losses are included in earnings, except for unrealized exchange gains or losses 
arising on translation of long-term debt, which are deferred and amortized over the remaining term of the debt. 
Foreign operations are integrated with the Corporation’s other activities and are translated in the manner 

described above. 


Note 2: Inventories 


1987 1986 
Crude oil, refined products and merchandise $ 657 $ 498 
Materials and supplies 64 55 
$ 72] $ 553 
Note 3: Investments 
FOBT. 1986 
At equity 
Westcoast Transmission Company Limited $ 219 $ 177 
Petro-Canada Centre 188 84 
Sedpex Inc. 38 31 
Other 20 17 
At cost 
Mortgages and other investments 44 47 


$ 509 $ 356 


Westcoast Transmission Company Limited (‘‘Westcoast’’) 
At December 31, 1987 the Corporation held approximately 31% of the outstanding common shares of Westcoast 
with a quoted market value of $250 million (1986 - $165 million). 


Petro-Canada Centre 

At December 31, 1987 the Corporation held 50% of a joint venture which owns Petro-Canada Centre, an office 
complex in Calgary. The Corporation has entered into a long-term lease for use of a portion of the complex and 
has guaranteed $133 million of long-term debt related to the facility. 


Sedpex Inc. 
At December 31, 1987 the Corporation held 50% of the outstanding common shares of Sedpex Inc., a company 
which owns a semi-submersible drilling vessel. This vessel is under lease to the Corporation. 


Canertech Inc. (‘‘Canertech’’) 

The accounts of Canertech, a wholly owned subsidiary company, have been excluded from consolidation because 
a formal plan exists to dispose of the investment in the subsidiary. In response to a directive by the Government 
of Canada, the Corporation incorporated Canertech in 1981 to develop alternate energy sources. 

At that time the Government indicated its intention of purchasing the Corporation’s investment at cost and 
establishing Canertech as an independent crown corporation. The Corporation is proceeding with the implemen- 
tation of a Government directive to bring about the dissolution of Canertech. The Corporation’s investment in 
Canertech is carried in the accounts at its original cost of one dollar. 
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Petro-Canada 


Notes to Consolidated Financial Statements 


December 31, 1987 
(stated in millions of dollars) 


Note 4: Property, Plant and Equipment 


Natural resources 
Oil and gas 
Canada 
Foreign 
- producing 
— non-producing 
Oil sands 
Syncrude Project 
Producing in situ 
Other oil sands 
Natural gas liquids | 
Other 


Refined oil products 


Other property, plant 
and equipment 


1987 1986 Capital Expenditures 
Accumulated 
Depreciation, 
Depletion and 
Cost. Amortization Net Net 1987 1986 
$ 5 234 $ 1 984 $ 3 250 $8257 S239: $7233 
64 45 19 25 —_ 1 
110 93 ia 19 12 13 
709 132 $77 $54 44 48 
130 15 115 91 30 14 
207 207 -= — 5 6 
206 78 128 135 2 1 
111 82 29 29 4 — 
6 771 2 636 4 135 4110 336 316 
2 369 448 1 921 1 975 22 112 
215 134 14] 138 25 20 
$ 9 415 $ 3218 $ 6 197 $ 6 223 $ 483 $ ©6448 


At December 31, 1987, $3 074 million (1986 - $3 103 million) of Canada oil and gas net costs were subject to 


depreciation and depletion. 


Note 5; Deferred Charges 


At cost 


Oil sands overburden removal costs 
Less portion related to oil sands to be mined within one year 


Deferred pension funding 


At amortized cost 


Deferred financing costs 


Other 


Translation adjustment on long-term debt 


1987 1986 
$40 $ 43 
16 11 
24 32 
13 wef 
14 16 
16 19 
52 11 
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Petro-Canada 
Notes to Consolidated Financial Statements 


December 31, 1987 
(stated in millions of dollars) 


Note 6: Long-Term Debt 


Maturity 1987 1986 
In Canadian dollars 
8.25% unsecured notes 1993 Set $ 14 
Other Sy 1 
In United States dollars 
7.25% unsecured debentures (U.S.$200 million) 1996 260 276 
8.25% unsecured debentures (U.S.$200 million) 2016 260 276 
LIBOR less 0.8% unsecured notes (U.S.$125 million) 1995 162 173 
9% unsecured notes (U.S.$30 million) 1995 39 52 
7.75% unsecured notes (U.S.$14 million) 1993 18 19 
8.45% unsecured notes ie a eae t 7 
750 818 
Less current portion KS Gk: 13 
$ 744 $ 805 
Repayment of long-term debt 
The minimum repayment of long-term debt in each of the next five years is as follows: 
1988-$6million 1989-$6million 1990-$6million 1991-$7million 1992-$7 million 
Note 7: Deferred Credits 
1987 1986 
Advances on future natural gas deliveries $ 118 $ 129 
Long-term liabilities 39 69 
Translation adjustment on long-term debt TOS — 
$ 190 $ 198 


Note 8: Redeemable Preferred Shares 


The redeemable preferred shares, which were issued by a subsidiary to a group of Canadian chartered banks, are 
floating rate, cumulative and non-voting. Cumulative dividends, payable quarterly, are, at the option of the 
subsidiary, based on a percentage of either the United States Base Rates or the London Inter-Bank Offered Rates 
of the banks. At December 31, 1987, the dividend rate was approximately 4.4% per annum. The shares are 
redeemable, at the option of the subsidiary, at one hundred dollars U.S. per share, plus accrued dividends. In 
1987 the subsidiary exercised its option to redeem 779 000 shares (1986 — 850 000 shares) for a consideration of 
U.S.$78 million (1986 - U.S.$85 million). In 1986 the subsidiary repurchased an additional 1 728 000 shares for a 


consideration of U.S.$172 million. At December 31, 1987, 7 093 000 shares were outstanding. 


Subsequent to December 31, 1987 the Corporation gave notice of its intention to redeem the shares by 


April 11, 1988. The funds for this redemption are to be provided by additional debt. 
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Petro-Canada 


Notes to Consolidated Financial Statements 


December 31, 1987 
(stated in millions of dollars) 


Note 9: Capital 


Authorized 


(a) 71 188 common shares with a par value of one hundred thousand dollars each, and 


(b) Preferred shares issued to the Government of Canada provided that the amount of such shares together with 
any loans received, and outstanding, from the Consolidated Revenue Fund of the Government of Canada is not 
in excess of one billion dollars. These shares have a par value of one dollar each, are redeemable at par at the 


option of the Corporation, carry no stated rate of dividend and are non-cumulative. 


Issued (to the Government of Canada) 


Number 
of Shares Consideration 
Common Shares 
Balance at beginning and end of year 31 883 $ 3 188 
Preferred Shares 
Balance at beginning and end of year 972 771 853 973 
Total Capital at Beginning and End of Year $ 4 161 
Note 10: Taxes Other than Income Taxes 
1987 1986 
Federal sales tax $ 349 Oe att 
Other 45 63 
Petroleum and Gas Revenue Tax — 38 
$ 394 AS eon Be 
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Petro-Canada 


Notes to Consolidated Financial Statements 


December 31, 1987 
(stated in millions of dollars) 


Note ll: Income Taxes 


The provision for income taxes of $227 million (1986 - $249 million) represents an effective rate of 51.6% 
(1986 - 57.8%) on earnings before income taxes of $440 million (1986 - $431 million). The computation of the 
provision, which requires adjustment to earnings before income taxes for non-taxable and non-allowable 


items, is as follows: 


1987 1986 
Earnings before income taxes $ 440 $ 431 
Add (deduct) 
Royalties and other payments to provincial governments 160 169 
Federal allowances 
Resource allowance (144) (127) 
Tax depletion (36) (39) 
Petroleum and Gas Revenue Tax _— 38 
Non-deductible depreciation, depletion and amortization 99 81 
Non-taxable gains (10) (21) 
Equity in earnings of affiliates (25) (18) 
Other (8) (8) 
Earnings as adjusted before income taxes $ 476 $ 506 
Canadian Federal income tax at 46.6% (1986 - 47.8%) applied 
to earnings as adjusted $ 222 $ 242 
Provincial and other income taxes, net of federal abatement 9 12 
Provincial income tax rebates (4) (5) 
Provision for income taxes $227 $ 249 
Note 12: Working Capital Provided from Operations 
1987 1986 
Earnings before dividends on redeemable preferred shares $ 213 $ 182 
Add (deduct) 
Depreciation, depletion and amortization 412 394 
Deferred income taxes 164 165 
Equity earnings, net of dividends received (4) ae 
Other (1) (13) 
$ 784 $ 728 
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Petro-Canada 


Notes to Consolidated Financial Statements 


December 31, 1987 
(stated in millions of dollars) 


Note 13: Increase (Decrease) in Components of Operating Working Capital 


1987 1986 
Accounts receivable $ 18 $ (433) 
Inventories 168 (557) 
Income taxes recoverable (16) 10 
Deposits and prepaid expenses 18 2, 
Accounts payable and accrued liabilities 69 556 
Other (13) 16 


$ 244 $ (406) 


Operating working capital is comprised of working capital other than cash and short-term deposits, short-term 
notes payable and current portion of long-term debt. 


Note 14: Pension Plans 


Effective January 1, 1987 the Corporation adopted prospectively the Canadian Institute of Chartered Accoun- 
tants’ new recommendations on accounting for pension costs and obligations. Prior to 1987 the Corporation 
charged to earnings an amount equal to that funded. The effect of this change was to increase 1987 net earnings 
by $6 million. 

The Corporation’s plans are defined benefit plans with the benefits generally based upon years of service and 
average salary during the final years of employment. They are funded by the Corporation based upon the advice 
of an independent actuary. 


Plan Status as at December 31 -1987 1986 
Actuarial value of assets $ 394 $ 351 
Pension obligation 382 352 
Net pension asset (obligation) $. 12 $ (1) 


The net pension asset (obligation) is amortized to earnings over the expected average remaining service life of 
the employees covered by the plans, which is currently 12 years. 
1987 pension funding and expense amounted to $32 million and $17 million respectively. 


Note 15: Related Party Transactions 


Transactions with the Government of Canada and its agencies are in the normal course of business and are 
therefore on the same terms as those accorded to non-related parties. 


45 


Petro-Canada 

Notes to Consolidated Financial Statements 
December 31, 1987 

(stated in millions of dollars) 


Note 16: Segmented Information 


The Corporation operates in two business segments: 

Natural resources, comprising: exploration, development, production, transportation and marketing activities 
for crude oil, natural gas, field liquids, sulphur and oil sands; and extraction of liquids from natural gas. 

Refined oil products, comprising: purchase and sale of crude oil; refining crude oil into oil products; and 
distribution and marketing of these and other purchased products. 


Financial information by business segment is presented in the following table as though each segment were a 
separate business entity. Inter-segment transfers of products, which are accounted for at market value, are 
eliminated on consolidation. Corporate and other includes investment income, interest expense and unallocated 
general corporate revenues and expenditures. Corporate and other assets are principally cash and short-term 
deposits, investments in other companies and general corporate assets. 


Natural Resources Refined Oil Products Corporate and Other Consolidated 
1987 1986 1987 1986 1987 1986 1987 1986 
Revenue 
Sales to customers and other revenues $2571 $ 546 $ 4.46 $ 4 588 $ 47 $ 38 $ 5 079 $ 5172 
Inter-segment sales 567 534 a = = SE ate Poa pe Gee 
Segment Revenue $1 138 $ 1 080 $ 4 461 $ 4 588 $ 47 $ 38 
TR SS OEE ENS SE Ts ERIS eS SSE ASD PS 
Earnings 
Operating earnings before depreciation, 
depletion and amortization $= 623 $ 470 $5327 $ 365 Peun(25) $ 57 $ -925 $ 892 
Depreciation, depletion 
and amortization (266) (245) (139) (141) (7) (8) (412) (394) 
Interest - — -- — (73) (67) (73) (67) 
Provision for income taxes (195) (168) 93) (109) 61 28 (227) (249) 


Net Earnings (Loss) Before Dividends 
on Redeemable Preferred Shares $ 162 $ 57 $ 95 Say ulits $ (44) $ 10 g. 213 $ 182 


Capital Expenditures 
Capital expenditures on property, plant 
and equipment, deferred charges 


and investments $— 328 $ 319 $-. 148 $ 118 $ 180 $ 92 $. 626 $*.529 
Acquisitions including minority interests — — 301 — — - 301 
328 $ 319 $ -I8 $ 419 $. 180 $2 792 $ 626 $ 830 


Total Assets $ 443) $ 4 392 $ 3 43¢€ $ 3.222 $- 586 Set 925 $ 8 453 $ 8 139 


Capital Employed $ 4 207 $ 4 102 $-2°815 $ 2 698 $ 567 $ 318 $ 7 589 $ 7 118 
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Petro-Canada 


Notes to Consolidated Financial Statements 


December 31, 1987 
(stated in millions of dollars) 


Note 17: Comparative Figures 


Certain reclassifications have been made to the 1986 comparative figures to conform with the current year’s 
presentation. 


Note 18: Commitments and Contingencies 


(a) Commitments 

The Corporation has leased property and equipment under various long-term operating leases for periods up to 
2008. The minimum annual rentals for non-cancellable operating leases are estimated at $73 million in 1988, 
$49 million in 1989, $49 million in 1990, $40 million in 1991, $36 million in 1992 and $17 million per year 
thereafter until 2008. 


(b) Contingencies 
The Corporation is involved in litigation and claims associated with normal operations. Management is of the 
opinion that any resulting settlements would not materially affect the financial position of the Corporation. 
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Capital employed 


Cash flow return on 


average capital employed 


Cash flow to debt plus 


redeemable preferred shares 


Cash generated from 


operations 


Debt plus redeemable 


preferred shares to capital 


Gross capital expenditures 


Net capital expenditures 


Reinvestment ratio 


Return on average capital 


employed 


Return on average 


shareholder’s equity 


Glossary of Financial Terms 


Total assets less current liabilities excluding short-term notes payable and the 

current portion of long-term debt. Average capital employed is the average of 
the current year’s and previous year’s capital employed balances measured at 

year end. 


Working capital provided from operations as disclosed in the financial 
statements plus tax adjusted interest expense plus investment tax credits 
divided by average capital employed. 


Cash generated from operations divided by long-term debt including the 
current portion of long-term debt, short-term notes payable, outstanding 
cheques less cash, advances on future natural gas deliveries and redeemable 
preferred shares valued at year-end U.S. $/Cdn. $ exchange rates. 


Internally generated cash from operations as disclosed in the financial 
statements less dividends on redeemable preferred shares. 


Long-term debt including the current portion of long-term debt, short-term 
notes payable, outstanding cheques less cash, advances on future natural gas 
deliveries and redeemable preferred shares divided by shareholder’s equity 
plus total debt obligations (as defined above) and redeemable preferred 
shares. Redeemable preferred shares are valued at year-end U.S. $/Cdn. $ 
exchange rates; retained earnings also reflect this valuation. 


Total expenditures on property, plant and equipment. 


Expenditures on property, plant and equipment less Petroleum Incentive 
Program grants. 


Net capital expenditures divided by cash generated from operations. 


Earnings before unusual items and dividends on redeemable preferred shares 
plus tax adjusted interest expense divided by average capital employed. 


Earnings before unusual items and after dividends on redeemable preferred 
shares divided by average shareholder’s equity. Average shareholder’s equity 
reflects the valuation of redeemable preferred shares at year-end U.S.$/ 
Cdn. $ exchange rates. 
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Petro-Canada 


Reserves Information 


(proven reserves, net after royalties) 


Crude oil and natural 
gas liquids 
(thousands of m3) 


Conventional crude oil 


Synthetic crude oil 
Bitumen 
Natural gas liquids 


Total 


Natural gas 
(millions of m3) 


Balance, beginning 
of year 

Revisions of previous 
estimates 

Extension and 
discoveries 

Production 


Balance, end of year 


Notes: 


1987 1986 
Developed Undeveloped Total Developed Undeveloped Total 
27a 13 2 097 29 470 27 863 2 245 30 108 
29 865 3 906 338) 7/7/! 29 401 3 906 33 307 
1 265 3 399 4 664 12271, 3 399 4 626 
4 447 977 5 424 4 371 892 5 263 
62 950 10 379 73 329 62 862 10 442 73 304 
57 873 20 350 78 223 57 813 19 510 Wil B28 
1987 1986 
Oil NGL Gas Oil NGL Gas 
(thousands (thousands (millions (thousands (thousands (millions 
of m3) of m3) of m3) of m3) of m3) of m3) 
68 041 5 263 WH 3P23 66 862 5 494 77 862 
3 678 741 4 142 5) 5,0) 326 1950 
637 - 386 199 — 486 
(4 451) (580) (3 628) (4 370) (557) (2 975) 
67 905 5 424 78 223 68 041 5 263 Wl 33 


1. Reserves quantities in the Annual Report, 
excluding synthetic crude oil, are reported based 
on estimates consistent with the knowledge of 
the characteristics and extent of underlying 
productive formations at each year end. 


The above figures include Petro-Canada’s 17% 


interest in the synthetic crude oil reserves of 
Syncrude. These reserves are based on the 
demonstrated production capacity of the Syn- 
crude plant and an estimate of the incremental 
production attributable to the capital program 
scheduled for completion in 1988, both calcu- 


lated over the remaining term of the current 
operating permit to the year 2013. 

The Syncrude project is subject to a royalty 
agreement between the Province of Alberta and 
the Syncrude participants whereby the Province 
has the right to 50% of Syncrude’s deemed net 
profit. The Province has an option to convert its 
royalty to a 7.5% gross overriding royalty. 

The net after royalty reserves of Syncrude are 
based on an estimated average royalty rate for 
the life of the project using current prices and 
operating costs. 
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Petro-Canada 


Five Year Financial Summary 


(stated in millions of dollars) 


1987 1986 1985 1984 1983 
Summary of Earnings 
Revenue $ 5 079 8 5 2 8 5) Sell $ 4 988 $ 4171 
Expenses 4 639 4 741 4 868 4 376 3) ADI 
440 431 513 612 374 
Add (deduct) 
Provision for income taxes (227) (249) (341) (385) (268) 
Minority interest — — 2 5 6 
Earnings before unusual and 
extraordinary items and dividends 
on redeemable preferred shares 213 182 174 232 nate 
Unusual items -— — 865 -- — 
Extraordinary items — — — — 7 
Net earnings (loss) before dividends ~ 
on redeemable preferred shares 213 182 (691) 232 95 
Dividends on redeemable 
preferred shares 41 59 78 100 86 
Net earnings (loss) after dividends on 
redeemable preferred shares Se 72 S299 123 $ (769) Sa32 $ 9 
Other Financial Data 
Cash generated from operations $ 778 Sie $ 828 $ 868 $622 
Expenditures on property, plant 
and equipment 488 614 1 059 1 131 997 
Petroleum Incentive Program grants 5 166 349 380 469 
Acquisitions including minority 
interests _ 301 1 010 (2) 530 
Total assets 8 453 8 139 8 846 8 966 8 194 
Average capital employed Wt 353) 26 7 746 7 780 W NB 
Working capital 497 448 397 905 809 
Long-term debt (Note 3) 750 818 289 11539/ 188 
Redeemable preferred shares 83] SP) 1 224 1 312 1 394 
Shareholder’s equity 3 872 Saul 3 642 4 478 3 932 
Annual Operating Revenues 
Resources Division 
Crude oil and natural gas liquids 
Conventional crude oil $ 413 $ 336 SOS Sis S23 
Synthetic crude oil 192 167 279 214 pes 
Bitumen 19 13 14 — _— 
Field natural gas liquids Si 50 80 67 59 
681 566 986 866 807 
Natural gas 203 219 292 284 238 
Sulphur 25 31 34 Oi 19 
Natural gas liquids from 
straddle plants 145 192 285 246 239 
Other 84 72 89 116 88 
Total $ 1 138 $ 1 080 $ 1 636 $ 1 539 $ 1 391 
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1987 1986 1985 1984 1983 
Annual Operating Revenues (Continued) 
Products Division 
Gasolines $ 2 240 $ 2 280 VPA GRE $ 1814 $ 1 545 
Distillates 1 384 1 549 15350 1 025 873 
Other including petrochemicals 837 759 768 $92 531 
Total $ 4 461 $ 4 588 $ 4 350 $ 3 431 $ 2 949 
Expenditures on Property, 
Plant and Equipment 
Resources Division 
Exploration 
Frontier $ 4] $ 245 $ 442 $ 601 $ 581 
Western provinces 101 62 145 128 123 
Foreign 12 ill 19 30 6 
Development 
Western provinces 108 99 166 104 27 
Foreign — 1 6 6 — 
Oil Sands 
Syncrude 44 47 60 aul 22 
Other 35 17 30 53 5 
341 482 868 953 864 
Products Division 
Refining 49 55 115 90 49 
Marketing 73 Sy7/ 50 33 49 
122 112 165 123 98 
Support facilities 25 20 26 55 35 
488 614 1 059 1 131 997 
Petroleum Incentive Program grants 5 166 349 380 469 
Total $ 483 $ 448 Sa S75 $ 528 
Reinvestment ratio 0.62 0.63 0.86 0.87 0.85 
Financial Indicators (per cent) 
Performance 
Return on average capital employed 3.4 3.0 2.4 Jel 1.8 
Cash flow return on average 
capital employed idles) 10.7 ML 11.9 9.5 
Return on average shareholder’s 
equity 4.7 355 2 Be 0.7 
Leverage 
Debt plus redeemable preferred 
shares to capital 35.7 37.4 41.8 29.6 Boe 
Cash flow to debt plus redeemable 
preferred shares 37.0 33335) 33.8 48.0 34.1 


Notes: 

1. Financial and operating results are included 
from March 1, 1983, for the former BP Refining 
and Marketing Canada Limited operations, and 
from October 1, 1985, for the operations of the 
assets aquired from Gulf Canada Limited 
except for the Edmonton refinery, and from 


April 1, 1986 for the operations of the former 
Gulf Canada Limited Edmonton refinery. 


. Certain reclassifications have been made to the 


figures previously reported to reflect subsequent 
changes in reporting presentation. 


. Long-term debt includes current maturities. 
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Petro-Canada 


Five Year Operating Summary 


1987 1986 1985 1984 1983 
Oil and Gas Landholdings (gross/net) 
(millions of hectares) 
Canadian provinces 
Alberta - Oil and natural gas rights Ded yalenl Des lel MSW MP? 3.0/1.4 Salvaln© 
- Oil sands rights 1.0/0.4 1.1/0.4 1.0/0.4 0.9/0.3 0.9/0.3 
British Columbia 0.9/0.5 1.1/0.6 1.4/0.7 NsyAQ7/ sO 7/ 
Saskatchewan 0.2/0.1 0.2/0.2 0.2/0.1 0.2/0.1 0.3/0.1 
Other provinces 0.1/0.1 0.1/0.1 OP70m1 O23 70 3 yA0. 7 
4.4/2.2 4.8/2.4 5.4/2.5 Deel 6.9/3.4 
Frontier Canada 8.0/5.4 14.278.0 33.2/16.5 41.6/20.5 54.4/25.0 
International 3/08 127/055 3.4/1.1 2.8/0.4 HAs 
Total 13.7/8.3 20.2/10.9 42.0/20.1 50.1/23.6 63.0/28.5 
Wells Drilled (gross/net) 
Non-frontier areas - exploratory wells 
Oil 20/11 DAV AIS, 42/30 65/45 41/30 
Gas 10/6 34/15 50/27 /alel 24/16 
Dry 35/25 42/24 75/53 74/47 68/48 
65/42 97/52 167/110 164/103 133/94 
Non-frontier areas - development wells 
Oil 199/74 283/51 482/169 344/134 148/84 
Gas 45/27 32/10 47/26 16/6 WG WP 
Oil sands 75/38 4/2 —/— 193/96 27/13 
Dry 20/13 14/7 48/21 24/10 9/5 
339/152 333/70 577/216 577/246 201/114 
Frontier and international 
- exploratory and development wells 
Oil 3/1 9/2 16/4 9/2 yal 
Gas oe 9/3 10/4 9/2 6/2 
Dry 6/2 19/6 26/7 25/8 14/5 
9/3 37/11 32/15 43/12 25/8 
Total 413/197 467/133 796/341 784/361 359/216 
Proven Reserves 
(net, before royalties/after royalties) 
Natural gas (billions of m3) 96.9/78.2 QO. WHS 98.8/77.9 120.4/100.4 134.3/108.8 
Sulphur (millions of tonnes) 5.4/4.6 5.2/4.4 5.5/4.6 4.8/4.0 5.6/4.7 
Crude oil and natural gas liquids 
(millions of m3) 
Conventional crude oil 3762/2955 38.9/30.1 41.3/30.4 48.1/34.3 45.9/33.3 
Synthetic crude oil 39.7/33.8 39973323 OMI 32 25.4/21.6 2653/2205 
Bitumen 4.9/4.6 4.9/4.6 4.5/4.3 1.1/1.0 —/— 
Natural gas liquids APSA WoWSe8 USI SS 6.4/4.7 7.4/5.1 
Total 89.0/73.3 90.1/73.3 92.4/73.4 81.0/61.6 79.6/60.7 
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1987 1986 1985 1984 1983 
Daily Production 
(net, before royalties/after royalties) 
Natural gas (millions of m3) 12.3/9.9 10.2/8.2 11.6/9.1 10.8/9.0 10.0/8.1 
Sulphur (thousands of tonnes) 1.0/0.8 0.9/0.8 0.9/0.8 1.4/1.2 1.1/0.9 
Crude oil and natural gas liquids 
(thousands of m3) . 
Conventional crude oil 10.1/8.1 10.1/8.0 NOSU/ 77 10.7/7.8 9.8/7.2 
Synthetic crude oil B/ B26 3.5/3.4 3.5/3! Ded Moll 3.0/2.4 
Bitumen 0.5/0.5 0.6/0.6 0.2/0.2 —/— —/— 
Field natural gas liquids 2.1/1.6 Dalle EOS L/h SW 
Total 16.4/13.8 16.3/13.5 15.6/12.3 14.5/11.0 14.3/10.6 
Natural gas liquids production from 
straddle plants including ethane 
(thousands of m3) 6.3 6.5 5)o7/ 6.3 6.1 
Average sale prices 
Crude oil and field natural 
gas liquids ($ per m3) 140 HS 227 213 204 
Natural gas 
($ per thousand m3) 57 75 87 88 85 
Marketing 
Retail and wholesale marketing outlets 4 268 4 344 4 620 2 716 33 07 
Petroleum product sales 
(thousands of m3 per day) 
Gasolines 20.3 20.3 16.3 13.9 12.9 
Distillates 16.7 16.2 D2 9.6 8.7 
Other including petrochemicals 8.6 7.9 7.0 6.3 5.5 
Total 45.6 44.4 35).5) 29.8 Die 
Refining 
Refinery crude capacity 
(thousands of m3 per day) 64.0 64.0 46.2 31.6 31.6 
Crude oil processed by Petro-Canada 
(thousands of m3 per day) 48.4 47.2 34.2 27.6 25.3 
Refinery utilization (per cent) 76 74 78 86 78 
Employees 
Number at year end 7 204 7 740 9 747 6 798 6 272 


Notes: 

1. Certain reclassifications have been made to the 
figures previously reported to reflect subsequent 
changes in reporting presentations. 

2. Operating results are included from March 1, 
1983, for the former BP Refining and Market- 
ing Canada Limited operations, from October 
1, 1985, for the operations of the assets acquired 
from Gulf Canada Limited except for the 
Edmonton refinery, and from April 1, 1986, 
for the operations of the former Gulf Canada 
Limited Edmonton refinery. 
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CORPORATE PROFILE 


Petro-Canada is Canada’s national energy corporation. Formed by an Act 
of Parliament in 1975, it is wholly owned by the Government of Canada. 
Operations began on January 1, 1976. Petro-Canada operates in a commer- 
cial fashion, competing in today’s oil and gas industry on the same basis as 
other integrated energy companies. It is the largest Canadian-owned oil 
and gas company, with assets of over $8.5 billion and revenue in 1988 of 
almost $5 billion. 

Petro-Canada has 7 373 employees organized into two operating divi- 
sions along with supporting ‘“‘corporate”’ groups. Petro-Canada Resources, 
the ‘‘upstream”’ business, explores for, produces and markets crude oil, 
natural gas and natural gas liquids. The ‘‘downstream”’ business, Petro- 
Canada Products, refines, distributes and markets petroleum products and 
offers customers related goods and services. 

On atypical day, Petro-Canada produces approximately 16 700 cubic 
metres of crude oil and field natural gas liquids and 13.7 million cubic 
metres of natural gas. The Corporation’s straddle plants extract from 
pipeline natural gas an additional 6 400 cubic metres of natural gas liquids 
including ethane. Petro-Canada accounts for over 5.5 per cent of domestic 
oil and field natural gas liquids production and close to 6 per cent of 
domestic natural gas production. The Corporation operates more than 
70 oil and gas production facilities in Western Canada. 

At year-end 1988, Petro-Canada had proven reserves of crude oil and 
field natural gas liquids of 92.5 million cubic metres before royalties. These 
reserves include Petro-Canada’s interests in the Syncrude and Wolf Lake 
oil sands projects. Proven reserves of natural gas amounted to 97.9 billion 
cubic metres before royalties. 

Petro-Canada also has significant potential reserves off Canada’s East 
Coast and in the oil sands areas of Alberta. 

Petro-Canada holds interests in 12 crude oil, natural gas liquids and 
refined products pipelines. It is operator of nine pipelines with a total 
throughput capacity of 78 000 cubic metres per day. 

The Corporation sells about 43 million litres of refined products to 
600 000 Canadians each day. The Petro-Canada brand is the top-selling 
gasoline in the country, with over 19 per cent of the market. The Corporation 
offers a full range of high-quality, HydroTreated lubricants. A nationwide 
retail network comprises 3 429 outlets. Industrial and commercial cus- 
tomers are served through 34 terminals, 401 bulk plants and 118 Petro-Pass 
truck fuelling facilities. 

Petro-Canada operates five refineries in Quebec, Ontario, Alberta and 
British Columbia, a lubricants plant in Ontario and an asphalt plant in 
Saskatchewan. With about 22 per cent of total Canadian refining capacity, 
these facilities can process 60 600 cubic metres of crude oil per day into a 


full range of high-quality petroleum products. 


Via 


and Chief Executive Officer 


AD Bade ss 


March 23, 1989 


The Honourable 

Jake Epp, P.C., M.P. 

Minister 

Energy, Mines and 
Resources Canada 

House of Commons 

Ottawa, Ontario 


Dear Minister: 

On behalf of the Board of 
Directors, I am pleased to 
present Petro-Canada’s 


Annual Report for the fiscal 


year ended December 31, 
1988. 

In accordance with the 
provisions of the Financial 
Administration Act, the 
Report includes the 
consolidated financial 


statements together with the 


auditors’ report thereon. 
Yours sincerely, 


W. H. Hopper 
Chairman of the Board 


HIGHLIGHTS 


Financial — - = : 1988 __ 1987 
Earnings after extraordinary item and 

dividends on redeemable 

preferred shares (millions of dollars) 94 12 
Cash generated from operations 

(millions of dollars) 613 778 
Capital expenditures on property, plant 

and equipment (millions of dollars) 799 483 
Cash flow return on average capital employed 

(per cent) 9.2 aM bogs 
Return on average capital employed 

(per cent) DG 3.4 
Return on average shareholder’s equity (per cent) 3.0 4.7 
Total assets (millions of dollars) 8 611 8 453 
Shareholder’s equity (millions of dollars) 3.915 3 872 
Operating — ss ’ 1988 1987 
Crude oil and field natural gas liquids daily 

production, net before royalties 

(thousands of cubic metres) 16.7 16.4 

(thousands of barrels) 105 103 
Natural gas daily production, net before royalties 

(millions of cubic metres) B57 1253 

(millions of cubic feet) 485 435 
Crude oil processed per day 

(thousands of cubic metres) 48.5 48.4 

(thousands of barrels) 305 304 
Petroleum product sales per day 

(thousands of cubic metres) 43.8 45.6 

(thousands of barrels) 276 287 


THE YEAR IN BRIEF 


Consolidated earnings and cash flow down 


Exchange rates and low resource prices cut upstream results 


Downstream returns improve slightly 


Agreement-in-principle signed to develop Hibernia 


CHAIRMAN’S MESSAGE 


During 1988, operations were directionally sound 
and well executed, but financial results were less 
than satisfactory. In the upstream, production of 
oil and natural gas liquids was maintained at last 
year’s high level through investments in field 
development. Natural gas production and sales 
reached record levels, and it was a good explo- 
ration year in both oil and gas. Important agree- 
ments were signed that bode well for the Hiber- 
nia offshore oil development and the proposed 
OSLO oil sands project. In the downstream, ini- 
tiatives in refining resulted in more effective 
operations. 

In spite of all this, Petro-Canada’s financial 
results were poorer than anticipated. This was 
largely due to the deterioration in crude oil prices 
in the second half of the year, the strength of the 
Canadian dollar and natural gas prices that fell to 
their lowest level in nine years. Even with the 
stability afforded by the Corporation’s status as 
an integrated company, weak commodity prices 
hurt earnings and cash flow. Net earnings in 1988 
were $94 million after an extraordinary write- 
down of $22 million, down 45 per cent from the 
previous year. Cash generated from operations 
totalled $613 million, off 21 per cent from 1987. 

Our organization continued to pursue a series 
of strategies adopted after the oil price collapse 
in 1986. These directions are extensively dis- 
cussed in this year’s report, including the adjust- 
ments made in 1988 to reflect evolving conditions 
in the industry. To pursue attractive business 
opportunities in natural gas, commitments in 
exploration, development and marketing were 
strengthened and interests in several natural gas 
fields were purchased in the first half of the year. 
As a result, capital spending increased 65 per 


cent to $799 million. The subsequent weakening 
in world oil prices meant that capital expendi- 
tures for the year exceeded cash flow; however, 
this investment activity places Petro-Canada ina 
strong position to improve earnings in the 
medium term. 

The latter part of 1988 was yet another 
reminder that our business environment is one of 
ongoing uncertainty. With the fundamentals of 
the oil and gas industry inextricably tied to a 
complex web of political, economic and social 
factors, our economists feel no comfort in their 
price forecasts. Toward the end of 1988, we 
revised downward our outlook for crude oil 
prices, and budgets for 1989 have been based ona 
price well below the average level for the previ- 
ous year. We expect prices will strengthen signifi- 
cantly in the 1990s although the timing of such 
changes is far from clear. 

In the light of this uncertainty, future invest- 
ments must be continually re-evaluated. This is 
particularly true for the large, long-term 
upstream projects that develop relatively high- 
cost supplies. Natural gas prospects in North 
America appear to be good over the next few 
years with the dissipation of the continental sup- 
ply surplus, although revenues will be held back 
by the slow rise in prices for competing fuels. 
Exploration for oil internationally offers the - 
opportunity to participate in large, low-cost dis- 
coveries that Canadian-owned companies such as 
Petro-Canada can use to supplement domestic 
production and enhance growth. 

After several years of poor profitability, the 
refining and marketing business also gives us 
cause for optimism. Gradually increasing 
product demand and product quality require- 
ments will raise capacity utilization in refining. 
When combined with more focused marketing 
approaches, these trends should lead to higher 
profitability in the medium term. If realized, 


these gains will allow Petro-Canada, as an inte- 


grated company, to offset any further weakness 
in upstream earnings with greater downstream 
profits. 

The Corporation will remain particularly care- 
ful in managing its debt while oil prices remain 
weak. Should our shareholder opt for privatiza- 
tion, access to additional equity will ease the 
situation. In any event, prudent investment prac- 
tices and effective cost controls will continue to 
be followed. 

Over the year we watched closely some soci- 
etal issues indirectly related to oil markets. For 
instance, there has been a tremendous growth in 
public concern about the physical environment. 
The Corporation has responded by strengthening 
its environmental policy and initiating programs 
such as the “‘Maximum”’ line of unleaded gaso 
lines. The year was also notable for the nation’s 
decision in favour of the U.S./Canada Free Trade 
Agreement. Petro-Canada will take full advantage 
of opportunities afforded by the Agreement, espe- 
cially in natural gas marketing. 

The constraints posed by weak crude prices 
have provided additional pressure to look within 
our organization and find ways to do things bet- 
ter. The Corporation has to ensure its employees 
are as motivated and as effective as possible. 
From the findings of a comprehensive employee 
survey, we put in motion programs that are 
improving management approaches and stream- 
lining operating practices. The same principles 


have led our downstream division to begin adjust- 


ing every part of its organization to focus on 


customers. This multi-year initiative will mean 


additional attention on the thousands of people 


across Canada who work in re 


outlets under the Petro-Canada banner. The 


objective is to strengthen sal 


g more Satisfiec 


keepin 
We recognize once again that it is our 


employees who provide the true value for our 


Corporation, and we salute their efforts under 
conditions that remain stressful and challenging 
because of the uncertain business environment. 


Regrettably, Petro-Canada lost two members o! 


its senior management in early 1989. I would like 


to thank both David O’Brien and Bob Mayo for 


their invaluable contribution over 


many years. 


There were changes to our Board of Directors 
during 1988, including the resignation in March 


f 


of Rudolph Bratty and in May of Robin 


Abercrombie. I want to express my appreciation 


ni 


to both for their service on Petro-Canada’s Board. 

We continue to be gratified by the enduring 
success of the Olympic Torch Relay, which Petro- 
Canada sponsored and organized for the XV 

I 6 

Olympic Winter Games. The event raised Petro- 
Canada’s profile and confirmed for many the 
Corporation’s ability to take on a major challenge 


and carry it through with distinction. 


W. H. Hopper 
Chairman of the Board 
and Chief Executive Office 


March 23, 1989 
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East Coast Offshore 
Oil Development 


Petro-Canada is among 
those industry leaders 
who see the East Coast 
offshore as the next 
major petroleum supply 
region for Canada. In 
1988, an industry con- 
sortium that includes 
Petro-Canada signed a 
Statement of Principles 
with the federal and 
Newfoundland govern- 
ments that should lead to 
construction of the mas- 
sive Hibernia develop- 
ment, beginning shortly 
after the Binding Agree- 
ment is signed. The pro- 


Ultimate technically recoverable resources, 


average expectation (millions of barrels) 


Eastern Canada Offshore 

Arctic Islands 

Beaufort Sea — Mackenzie Delta 
Western Canada Sedimentary Basin 


ject aims to bring oil 
ashore from the Grand 
Banks by the mid-1990s. 
With its partners, Petro- 
Canada also expects to 
produce the nearby Terra 
Nova discovery by about 
the same time. 


Low oil prices over the 
last three years have 
added uncertainty to the 
timing of East Coast off- 
shore projects. However, 
the Hibernia agreement 
shares the risks between 
governments and project 
sponsors, recognizing 
that the project may 
proceed under pricing 
expectations that leave 
much to be desired. 


Conventional oil becoming 


harder to find 


Canada is currently a net 
exporter of oil. Yet that 
comforting fact obscures 
some disconcerting 
truths. The nation is a 
net importer of the light 
oil required by its refin- 
eries, while much of 

the crude exported is 
lower-value bitumen and 
heavy oil. 


Production of conven- 
tional light crude oil from 
Western Canada can no 
longer meet national 
demand. Current daily 
production of 1.1 million 
barrels accounts for only 
70% of total refinery 
feedstock requirements. 
And while these require- 
ments are forecast by 
Ottawa’s National 
Energy Board (NEB) to 
remain relatively flat for 
the next decade, con- 
ventional production is 
expected to decline 
rapidly. 


There is still more con- 
ventional light oil to be 
found in Western 
Canada — some 3.6 billion 
barrels according to the 
Geological Survey of 
Canada. Most of it, how- 
ever, lies in small, scat- 
tered pools that will 
become increasingly 
costly to find and 
develop. The Canadian 
Energy Research Insti- 
tute calculates that 
crude oil finding costs in 
Alberta rose from $5.53 
per barrel in 1984 to 
$7.28 in 1985 and $9.23 
in 1986 (three-year mov- 
ing averages in 1986 dol- 
lars). This trend is 
expected to continue. 


But Canada does have 
alternative sources of 
oil. The supply options 
include bitumen and 
synthetic crude from 

oil sands in northern 
Alberta, heavy oil in 
Saskatchewan and east- 
ern Alberta, and oil fields 


discovered in the fron- 
tiers, such as in the 
Beaufort Sea and off 
the East Coast. 


Reserves from all of 
these areas may eventu- 
ally be commercially pro- 
duced to meet future 
needs. However, the size 
of the discoveries, the 
advanced stage of prepa- 
ration toward develop- 
ment, and the economic 
feasibility within current 
price forecasts all point 
to the East Coast as the 
most likely first choice 
for development. Indeed, 
by the mid-1990s, the 
Grand Banks could 
provide 10 to 15% of 
Canada’s light oil pro- 
duction. Hibernia’s 
recoverable reserves 
have been estimated at 
approximately 525 mil- 
lion barrels. Encouraging 
results from Terra Nova 
delineation wells indicate 
the field could have 
probable reserves signifi- 
cantly higher than the 
current estimate of 

132 million barrels. 


A similar-sized field 

may exist at the nearby 
Whiterose East location, 
and the Ben Nevis, West 
Ben Nevis and Hebron 
discoveries also show 
development potential. 
To put these numbers 
into perspective, the 
largest Western Canada 
discovery announced in 
1988, the Brassey field in 
northeastern B.C., was 
rated at about 20 million 
barrels of recoverable 
reserves. 


Oil discoveries have been 
made off Nova Scotia, 
but the Cohasset and 
Panuke finds appear to 
be too small to produce 
profitably under the cur- 
rent price outlook. 


Canadian refinery requirements will have to be met from additional sources as production of Western Canada conventional light oil declines 
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Assuming the financial risk 


While the case for off- 
shore oil is a good one, 
the steps needed to 
move from the drawing 
board to production are 
formidable. Project spon- 
sors face decisions that 
carry tremendous conse- 
quences. Misjudgment 
could result in a crippling 
financial burden even for 
large companies, yet 
some of the criteria for 
decision making are vir- 
tually unpredictable. 


The risks of megaproject 
development hinge on 
their immense scale, 
heavy front-end invest- 
ments, long lead-times 
before production and 
technical uncertainties. 
Hibernia, for instance, 
will cost about $5.2 bil- 
lion to production start- 
up. Production and first 
revenues will not com- 
mence until six years 
after construction has 
started and more than a 
decade and a half after 
the discovery well. 
Time spans of this order 
present enormous risks 
because critical factors, 
most notably the price of 
oil, can change and alter 
the expected rate of 
return. 


Petro-Canada estimates 
the average operating 
and capital cost of Hiber- 
nia production, over the 
life of the project, to be 
U.S. $16 to 18 per barrel 
(1988 dollars). The NEB’s 
low-end price forecast, 
adjusted to 1988 dollars, 
envisions approximately 
$16 per barrel for West 
Texas Intermediate over 


the next two to three 
years, about $17 per bar- 
rel by 1995, when Hiber- 
nia is to begin produc- 
tion, and about $19 by 
the end of the century. If 
actual prices match the 
NEB’s low-end forecast, 
capital and operating 
costs for Hibernia would 
be covered. However, 
the complexities of OPEC 
politics make the world 
oil price too difficult to 
predict with much com- 
fort. It must be recog- 
nized that a sustained 
downward trend could 
affect project timing or 
limit eventual profitability. 


At this stage of mega- 
project development in 
Canada, and under current 
oil price expectations, 
government participation 
is essential for these 
projects to proceed. 
Governments help shoul- 
der the risk in exchange 
for a share in the benefits. 
For Hibernia, the federal 
and Newfoundland gov- 
ernments have agreed to 
a complex package of 
fiscal incentives. 


Risk sharing is critical 


Even when the economics are favourable, the scale 
of megaprojects puts them beyond the scope of a 
single company or even an industry consortium act- 
ing alone. The heavy front-end investments, the time 
consumed in design, approvals and construction, the 
financial risks, the industrial opportunities and jobs 
that can be provided, and the environmental impacts 
that need to be addressed all require governments 
and industry to work closely together. For the 
petroleum industry, today’s volatile world oil markets 
add a further dimension, leading governments and 
industry to risk-sharing agreements that protect their 
various interests. 

Before a project can proceed, participating compa- 
nies must seek to minimize risk by limiting their 
capital exposure. They must also recover their costs 
and receive an acceptable rate of return on invested 
capital. 

Governments want oil production for energy secu- 
rity, an improved balance of payments, job creation, 
regional economic growth, royalty and tax revenues, 
and indirect social benefits. Through various incen- 
tives, they attempt to reduce the financial risks fac- 
ing the companies. Of course, governments are 
keenly aware of the multiplier effect of project 
spending and are eager to capture as much of that 
spending as possible within their borders. In return 
for project financial assistance, companies are often 
willing to make specific commitments to levels of 


local or national content. 


Hibernia development 
scheduled to proceed 


The Hibernia field was 
discovered in late 1979, 
and nine subsequent 
wells have delineated the 
field. The project owners 
submitted a development 
plan to governments 
during 1985, to which 
approval was given in 
1986. 


Recovering oil from 
Hibernia will require a 
massive platform, known 
as a gravity base struc- 
ture (GBS), that rests on 
the seabed. To protect it 
from pack ice and ice- 
bergs, the GBS has been 
developed with a 100- 
metre wide, 85-metre 
tall outer caisson wall. 
The GBS will provide sta- 
bility for a huge opera- 
tions base from which 
wells can be drilled and 
produced, much as if 


The scale of the proposed 
Hibernia production platform 
would dwarf the Calgary Tower. 


they were on land. In 
addition, it offers storage 
for about 1.5 million bar- 
rels of oil, roughly 10 
days of production. Most 
of the 83 wells will be 
drilled directionally from 
the platform, with some 
35 outlying wells being 
drilled from semi-sub- 
mersible rigs. The pro- 
duced oil will be pro- 
cessed on the GBS and 
pumped to two loading 
platforms where shuttle 
tankers can safely tie up 
and receive cargo bound 
for onshore refineries. 


The Hibernia Statement 
of Principles 


The Statement of Principles for the Hibernia project is 
a textbook example of the balance that must be 
struck between private and public interests before 
the launching of an energy megaproject. The essence 
of this fiscal agreement is that, in return for reducing 
the consortium’s financial risk, the federal and New- 
foundland governments will be entitled to an escalat- 
ing share of the returns once the project pays for itself. 

The federal government will provide up to $1.04 
billion in grants to cover 25% of eligible capital 
costs. Ottawa will also guarantee up to $1.66 billion 
in financing (to be provided by the private sector) 
which can be drawn down at the rate of 40% of 
capital costs. The federal and Newfoundland govern- 
ments will contribute additional amounts, totalling 
$106 million, from funds already earmarked for off- 
shore development. If oil prices remain low after 
project start-up, the federal government will help out 
with interest assistance and additional guarantees for 
temporary financing. The province has agreed to 
exempt capital spending from its retail sales tax and 
reduce sales tax payable on operating costs. 

The federal government has the option to acquire a 
10% net profit interest in the project after repayment 
of the guaranteed financing and interest assistance. 
The agreement specifies that royalties payable to 
Newfoundland will be graduated; they will start low 
and be indexed to crude oil prices and rise once the 
consortium has earned a predetermined return. If the 
project turns out to be very profitable, royalties could 
be as high as 42.5% of net revenues. Also, the 
project sponsors will attempt to source in Canada, on 
a competitive basis, between 45 and 50% of project 
development expenditures to production start-up. 
They will endeavour to contract a significant portion 
of the outfitted concrete base in Newfoundland. 

The Hibernia deal should allow a project to proceed 
that will increase Canada’s production capability, 
develop new technologies and meet the consortium’s 
expectations of an adequate rate of return. Govern- 
ments stand to gain significant revenues over the life 
of the project while the nation gains important eco- 


nomic benefits and greater energy security. 


Moving forward 
at Terra Nova 


Terra Nova, among the 
largest East Coast oil 
fields discovered to date, 
is proceeding toward 
development. Petro- 
Canada, the operator and 
largest interest holder, 
completed drilling the 
Terra Nova K-08 discov- 
ery in 1984. It followed 
up with seven additional 
wells to delineate the 
field and assess its reser- 
voir characteristics. Fis- 
cal negotiations on the 
proposed development 
have yet to commence. 


Unlike Hibernia, Terra 
Nova’s smaller reserves 
are insufficient to sup- 
port the cost of a GBS, 
and a floating production 
system is planned that 
can disconnect and 
move if threatened by 
ice. Preliminary engineer- 
ing is under way to select 


the most appropriate sur- 
face vessel for the pro- 
duction system. Wells 
will be drilled from con- 
ventional offshore rigs. 
Oil from the subsea wells 
will move through flow 
lines to the surface ves- 
sel where, after process- 
ing and storage, it will be 
off-loaded to tankers for 
delivery to shore. The 
floating concept being 
developed for Terra Nova 
may have wide applica- 
tion for other Grand 
Banks fields. 


Further prospects for 


the East Coast 


Both Hibernia and Terra 
Nova could be catalysts 
for further offshore 
energy developments. 
They will attract special- 
ized skills from around 
the world and promote 
the transfer of technol- 
ogy to Canada. Infrastruc- 
ture for the construction, 
maintenance and supply 
of offshore megaprojects 
will be developed and 
will help to reduce costs 
for the next generation 
of projects. This could 
bring smaller reserves 
within economic reach, 
and create a more con- 
sistent level of activity. 
There will be cash flow 
to spur further explo- 
ration, and added geo- 
logical and production 
knowledge will lead to 
new exploration targets. 


Along with the tangible 
benefits will be the intan- 
gible lift to industry con- 
fidence. Industry will 
welcome a demonstra- 
tion that economic 
projects can be mounted 
in a hostile physical envi- 
ronment and under less 
than optimal business 
conditions. 


It is possible that 
Canada’s East Coast will 
experience the cyclical 
development that has 
been typical of other off- 
shore operations. In the 
late 1960s, for example, 
oil prospects in the North 
Sea looked gloomy and 
there was a lull in activity 
until the discovery of the 
enormous Ekofisk and 
Forties fields. An explo- 
ration revival quickly 
proved vast reserves and 
the first wave of produc- 
tion followed. These suc- 
cesses inspired another 
round of exploration in 
the 1970s and the new 
expertise and infrastruc- 
ture made smaller dis- 
coveries economically 
accessible. 


There is every reason to 
believe that Hibernia and 
Terra Nova will provide 
the confidence and the 
industrial and technical 
foundation on which to 
build a mature East 
Coast oil community. 
Prolonged negotiations 
and then weakening 
prices delayed the 
exploitation of Grand 
Banks discoveries. Now, 
however, agreement on 
the nature of fiscal terms 
will permit the first key 
project to proceed, and 
development plans for 
the second are in an 
advanced stage of prepa- 
ration. With them will 
come an important new 
dimension to the East 
Coast economy anda 
more secure energy 
future for Canada. 


Petro-Canada is the 
leading player 


Thirteen years ago, when Petro-Canada was estab- 
lishing itself in Calgary, exploration off Canada’s East 
Coast was declining. Even though energy prices were 
rising rapidly, companies were relinquishing millions 
of acres as leases expired. Heavy investments had 
been made on exploration without a major discovery. 

During the intervening years, a dramatic change 
has occurred. The Geological Survey of Canada esti- 
mates ultimate technically recoverable reserves off 
the East Coast to be about 12 billion barrels of oil and 
86 trillion cubic feet of natural gas. Petro-Canada 
estimates the potential discovered oil reserves to be 
well over 2 billion barrels. 

Petro-Canada has been a leader in turning the tide 
in favour of the East Coast offshore. The Corporation 
is a 25% partner in the Hibernia project. It discovered 
and operates the nearby Terra Nova field where it 
holds a 44% interest in the pre-development engi- 
neering phase. Petro-Canada has also participated in 
other Grand Banks discoveries such as Ben Nevis, 
West Ben Nevis and Hebron. On the Scotian Shelf, 


the Corporation has been a partner in Venture, 
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Wells drilled 
Since it was established, Petro-Canada has been involved 
in most of the drilling off Canada’s East Coast 
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Thebaud, Glenelg and other gas discoveries as well 
as the relatively small oil finds at Cohasset and 
Panuke. The Corporation’s total probable and poten- 
tial reserves in the various discoveries amount to 
650 million barrels of oil and natural gas liquids and 
2.5 trillion cubic feet of natural gas. 

Since Petro-Canada began operations it has partici- 
pated in 128 wells off the East Coast, or 80% of the 
industry total, and was the operator of 33 wells. 
Including government incentives, the Corporation 
has invested $2.2 billion on East Coast drilling and 
seismic expenditures, 36% of the industry total. 
Along the way, Petro-Canada has acquired the tech- 
nology and expertise to emerge as a leading operator 
in the region, capable of attracting partnership deals 
with small Canadian companies as well as the largest 


multinationals. 
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Expenditures (millions of dollars) 
Petro-Canada’s investments have spurred East Coast activity 
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Financial and 
Operating Profile 


10 


RESOURCES DIVISION 


From an operational standpoint, 1988 was a successful year for the 


Resources Division. This performance was not, however, reflected in the 


financial results. The combined effect of low world oil prices, the rising 


Canadian dollar and weak natural gas prices reduced the margins from oil 


and gas production. Cash flow was $362 million and earnings were $48 


million, both significantly down from 1987. Cash flow return on average 


capital employed was 8.9 per cent, a drop from 13.9 per cent in the 


previous year. 


Financial 1988 1987 
Revenue (millions of dollars) 989 1 138 
Earnings (millions of dollars) 48 162 
Cash generated from operations (millions of dollars) 362 563 
Capital expenditures (millions of dollars) 611 336 
Average capital employed (millions of dollars) 4 358 4155 
Cash flow return on average capital employed (per cent) 8.9 13.9 
Operating 1988 1987 
Crude oil and field natural gas liquids production, 

net before royalties (thousands of m3 per day) 

Conventional crude oil 10.0 10.1 

Synthetic crude oil 4.1 a7/ 

Bitumen 0.5 0.5 

Field natural gas liquids Pest Peal 

Total 16.7 16.4 
Natural gas production, net before royalties (millions of m: per day) 13e7 12.3 
Natural gas liquids production from straddle plants 

including ethane (thousands of m? per day) 6.4 6.3 
Proven reserves of crude oil and natural gas liquids, 

net before royalties (millions of m3) 92.5 89.0 
Reserves life index for crude oil and natural gas liquids (years) 15 13) 
Proven reserves of natural gas, net before royalties (billions of m3) 97.9 96.9 
Reserves life index for natural gas (years) 19 22, 


George Sinclair, Fred Bagley, 

Ed Anderson and Roger Lien are 
managers of district operations, 
reservoir engineering, exploration 
and production engineering. 
Petro-Canada employs cross- 
functional teams to provide better 
identification of opportunities, 
more efficient operations and a 
quicker pace of activity. 


The Brazeau sour gas plant in 
west-central Alberta is being 
expanded to almost triple its 
present capacity. 


Building strength 
in natural gas 


RESOURCES DIVISION 


With external factors having such an influence on the business, the 
Division focused its efforts on controllable factors that contribute to finan- 
cial and operating performance. During 1988, production volumes were 
increased 12 per cent for natural gas, 2 per cent for field natural gas liquids 
and 10 per cent for synthetic crude oil. The expected decline of conven- 
tional crude oil production was held at less than 1 per cent of 1987 
production. 

Equally important during 1988 was stewardship of the Division’s asset 
base. To support a strategic focus on Western Canada, land acquisitions 
and exploration drilling both increased. Drilling success ratios rose over 
1987, and it is expected that reserves additions from exploration and 
development, when fully appreciated, will replace the Corporation’s oil 
and natural gas production for the year. In addition, 4.0 billion cubic 
metres of proven gas reserves were purchased in 1988. 

Resources Division strategies, consistent with those described in the 
1987 Annual Report, continue to strengthen the asset base and optimize 
upstream cash contributions to the Corporation. These strategies are: 
building strength in natural gas, optimizing Western Canada conventional 
operations, developing new sources of crude oil and managing changes in 
the reserves base. 


During 1988, there was a welcome increase in markets for Canadian 
natural gas. Furthermore, by year end the erosion of domestic and export 
natural gas prices had been turned around. 

Improving markets, the restructuring of the industry following deregu- 
lation, and the strengthening of Petro-Canada’s marketing and supply 
capabilities combined to boost the Corporation’s gas sales to a record 15.5 
million cubic metres per day. Over the last five years, Petro-Canada’s share 
of total industry sales has increased from 5.3 per cent to 6.2 per cent. 

Petro-Canada pursues direct sales to end-users, such as local distribu- 
tion companies and industrial customers, in addition to traditional sales to 
marketing companies. Direct sales accounted for 13 per cent of the Corpo- 
ration’s 1988 gas sales, up from 4 per cent in 1987. Internal markets — 
Petro-Canada’s refineries, enhanced recovery schemes and straddle plants — 
took another 17 per cent and the remaining 70 per cent went to marketing 
companies. Besides Petro-Canada’s own production, sales included vol- 
umes produced by third parties. 

Optimizing natural gas sales levels requires a careful balancing of 
production capability, third-party supply, processing and pipeline 
availability, and seasonal market requirements. During the year, Petro- 
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Petro-Canada’s natural gas fuels 
boilers at the Northwood Pulp and 
Timber Ltd. mill, a direct industrial 
customer in Prince George, 

British Columbia. 


John Halliwell is manager, 
contracts and supply, natural 
gas marketing. 


Natural gas sales have 
increased, with a growing 
share taken by direct and 
internal markets 


RESOURCES DIVISION 


Canada utilized storage at Carbon, Alberta, to maintain production levels 
during low-demand summer months and to handle deliveries during the 
winter period of peak demand and high prices. Additional measures to 
maximize asset productivity included: selecting appropriate markets for 
new, uncontracted gas supplies; utilizing Petro-Canada contracted pipeline 
space to capacity; and selling gas that is under contract to, but not taken 
by, marketing companies. 

Petro-Canada increased its gas supplies in 1988 by taking advantage of 
some attractive opportunities to acquire proven reserves. Previously 
uncontracted gas volumes associated with the purchases, mostly in the 
Hanlan area of Alberta and around Hatton, Saskatchewan, were quickly 
brought on stream to meet specific direct and internal sales requirements. 
At Crane Lake, Saskatchewan, Petro-Canada drilled production wells, laid 
a gathering system, built a processing plant and began sending gas to 
market within four months of purchasing undeveloped gas reserves. 


Natural gas sales (millions of m3 per day) 
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Optimizing Western 
Canada conventional 
operations 


RESOURCES DIVISION 


Conventional operations remain at the centre of the Division’s capital 
spending program. Sixty-four per cent of capital expenditures, or $393 
million, was utilized to develop the existing asset base, and find or acquire 
additional conventional oil and natural gas in Western Canada. 

Petro-Canada held production rates at high levels and added reserves 
through improved recovery processes and infill drilling. At the Bellshill 
Lake and Valhalla oilfields in Alberta, these measures maintained produc- 
tion and increased reserves. New waterflood programs in Saskatchewan 
increased proven reserves by 234 per cent at Salt Lake and Cactus Lake. 

Petro-Canada’s largest capital project initiated in 1988 was the expan- 
sion of the Brazeau sour gas plant in west-central Alberta. The plant is 
operated by Petro-Canada and upon completion of the project will be about 
36 per cent owned by the Corporation. The total cost of the plant expansion 
project will be $66 million, or $21 million net to Petro-Canada. Construction 
began in October and is expected to be completed in late 1989. The decision 
to expand the plant to almost three times its present capacity was based on 
an analysis of production data that allowed accurate measurement of 
reserves in the very complex reservoir. The Corporation’s share of addi- 
tional production capacity will be 300 cubic metres of natural gas liquids, 
160 cubic metres of ethane and 100 tonnes of sulphur per day. 

The exploration focus this year was on gas, and the results were good. 
Among the promising exploration lands acquired were rights on the Wain- 
wright military reserve in east-central Alberta. By year end Petro-Canada 
had completed nine gas wells. After further drilling and pipeline construc- 
tion, production is planned for late 1989. Among other significant discover- 
ies were the sour gas and liquids find at Sarcee, west of Calgary, and other 
gas wells in the Newby area of northeastern Alberta and at Doe Creek in 
northeastern British Columbia. The Corporation found oil reserves in the 
Shekilie area of north-western Alberta and the Hitchcock area of 
Saskatchewan. Overall, the exploration programs resulted in 35 gas wells 
and 20 oil wells, for a success ratio of 63 per cent. 
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Developing new 
sources of crude oil 


RESOURCES DIVISION 


Petro-Canada sees Canada’s East Coast offshore as the country’s next 
major oil supply region. As the leading industry player, the Corporation 
has developed an excellent position in the two most promising oil projects, 
Hibernia and Terra Nova. 

Petro-Canada holds a 25 per cent interest in the Hibernia field, which is 
estimated to contain approximately 83 million cubic metres of recoverable 
reserves. In July, the Hibernia consortium of companies and the federal 
and provincial governments agreed to a Statement of Principles concern- 
ing fiscal terms for development of the field. Total capital spending over 
the 26-year life of the project is expected to be $8.5 billion, including about 
$5.2 billion in pre-production costs. Hibernia will reach an average pro- 
duction level of about 17 500 cubic metres of oil per day. 

The Terra Nova offshore oilfield, located close to Hibernia, is another 
excellent development prospect. Petro-Canada discovered the field in 1984 
and has since drilled seven delineation wells. Tests completed in July on 
the three most recent wells were very encouraging, suggesting probable 
reserves could exceed 21 million cubic metres. The results have led Petro- 
Canada — as operator and 44 per cent participant in the pre-development 
phase — to award a preliminary engineering contract to evaluate develop- 
ment options. 

In the oil sands, Petro-Canada is a 15 per cent participant in the OSLO 
project. OSLO is a proposed 12 000 cubic metre per day integrated mining 
plant in northeastern Alberta, with estimated total pre-production costs of 
$4.1 billion. An agreement-in-principle was reached in September between 
the OSLO consortium and the federal and Alberta governments on fiscal 
terms relating to the venture. A two-year engineering program will begin in 
1989 and, assuming the owners find the project economically viable, con- 
struction will follow. 

Synthetic crude production at the Syncrude plant, in which Petro- 
Canada holds a 17 per cent interest, reached a record level for the fourth 
consecutive year. The Corporation’s share of production was about 4 050 
cubic metres per day. This record was achieved in part due to the commis- 
sioning of additional processing facilities during 1988. Unit operating costs 
were held steady but low prices for synthetic crude oil drastically cut 
margins. 

At the Wolf Lake in situ oil sands facility, 50 per cent owned by 
Petro-Canada, construction of the project’s second phase continued, 
slightly ahead of schedule and under budget. However, results in 1988 
suffered from very low bitumen prices and production problems at the 
existing plant. 

Petro-Canada continued its program of international exploration. Mod- 
est in scale, the program accounted for 4 per cent of the Division’s capital 


expenditures in 1988. International exploration offers an excellent oppor- 


The successful test of the Terra 
Nova C-09 delineation well has 
boosted reserves estimates for 
the Terra Nova oilfield. 
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Ken McDonald managed off- 
shore drilling from St. John’s, 
Newfoundland. 


Managing changes 
in the reserves base 


After a downward revision 
in 1985, reserves have 
remained steady; 
production has increased 
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tunity to add to Petro-Canada’s oil reserves at low to moderate cost. New 
petroleum concessions were negotiated in Pakistan, Malaysia and Colom- 
bia and arrangements were concluded to farm in on exploration ventures 
in Thailand, Colombia, Spain and China. The Corporation participated in 
drilling four wells during the year; one of these, in Colombia, was an 
onshore oil discovery. 


The Division’s major asset base continues to be the conventional crude oil 
and natural gas reserves in Canada’s Western Sedimentary Basin and this 
will likely be the case into the twenty-first century. However, Petro-Canada 
is increasingly reliant upon non-conventional resources in the Alberta oil 
sands, and recognizes the potential of conventional crude from the East 
Coast offshore and reserves that may be obtained through international 
exploration. Because of Western Canada’s maturity as an exploration area, 
it is becoming more expensive to find economic quantities of the better- 
quality light and medium crude oils. 

Petro-Canada’s proven reserves are summarized in numerical form in 
the Reserves Information table and Five Year Operating Summary. Year- 
over-year decreases in conventional crude oil tend to reflect downward 
revisions of proven undeveloped reserves. This is counterbalanced by 
upward revisions in the proven reserves of synthetic crude oil. With 
changing conditions in natural gas markets, certain smaller, more isolated 
or geologically marginal fields were no longer found to be economically 
viable and they were removed from the proven reserves category. Fields 
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Crude oil and natural gas 
liquids reserves and production 
have risen, holding the reserves 
life index at a steady level 
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which currently are not technically and economically viable are treated 

as potential reserves and are not included in this report. For the time being, 
it has been decided to leave reserves associated with major frontier and 

oil sands development projects in the potential category until development 
is assured. 

The proportion of the Corporation’s reserves which are proven devel- 
oped as opposed to proven undeveloped increased slightly between 1987 
and 1988, reflecting the development work that has been done to bring oil 
and gas fields to production. The reserves life index for crude oil and 
natural gas liquids remained steady at 15 years. In spite of an increase in 
reserves, the reserves life index for natural gas dropped to 19 years due to 
an increase in production. Over 1988, additions of proven reserves were 
equal to 160 per cent of the year’s production for crude oil and 116 per cent 
for natural gas. Replacing proven reserves in excess of production is a 
major accomplishment in the Western Canada basin where mature fields 
show rapid decline curves. This increase is the result of continuing efforts 
in exploration and development, revisions and purchases of proven 
reserves. 

Altogether, Petro-Canada holds proven oil, gas and natural gas liquids 
reserves in approximately 400 fields in Western Canada. The six largest 
fields, Valhalla, Pembina, Bellshill Lake, Brazeau River, Nipisi and Cactus 
Lake, account for 47 per cent of conventional oil and natural gas liquids 
reserves. The top six natural gas fields, Hanlan, Yoyo, Whitecourt, 
Medicine Hat, Laprise Creek and Ricinus, comprise 35 per cent of the 


Corporation’s natural gas reserves. 


Financial and 
Operating Profile 


PRODUCTS DIVISION 


Results for the Products Division rose slightly from the previous year. 
Earnings were $102 million, a 7 per cent increase over 1987. Cash gener- 
ated from operations was $311 million, down 6 per cent. The Division’s 
return on average capital employed was 3.8 per cent, an improvement over 
3.4 per cent in 1987. Although this recovery was small, industry-wide 
trends indicate some cause for optimism. 

There has been some easing of the over-capacity problems which have 
reduced refining and marketing profitability in recent years. Demand for 
refined products was higher for the third consecutive year in both Canada 
and the United States. In addition, North American refining capacity 
declined due to operating changes associated with the phase-out of lead in 
gasoline. These two factors caused refinery utilization rates generally to 
rise, particularly for secondary or conversion units. 

For Petro-Canada, these structural changes produced margin improve- 
ments on the wholesale side of the business. However, in retail operations, 
profitability was still limited in 1988 by several factors. Retail gasoline 
markets were still intensely competitive and volatile, particularly in West- 
ern Canada which experienced recurring price wars in 1988. With the 
higher promotional expenses needed to maintain volumes, competition 


squeezed retail margins severely. 


Financial 1988 1987 
Revenue (millions of dollars) 4 245 4461 
Earnings (millions of dollars) 102 95 
Cash generated from operations (millions of dollars) Call 330 
Capital expenditures (millions of dollars) 159 PRY 
Average capital employed (millions of dollars) 2 700 29757. 
Return on average capital employed (per cent) 3.8 3.4 
Operating 1988 1987 
Petroleum product sales (thousands of m? per day) 43.8 45.6 
Retail outlets at year end 3 429 3 677 
Refinery crude capacity at year end (thousands of m3 per day) 60.6 64.0 
Crude oil processed by Petro-Canada (thousands of m3 per day) 48.5 48.4 


Average refinery utilization (per cent) WIE 76 


SUPER PLUS 
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The introduction of the unleaded 
“Maximum” gasolines provides 
customers with three grades of 


superior, cleaner-burning fuel. 


Sales representative Keith Eliuk, 
district manager Carole Emard 
and retail station manager Glen 
Robinson were members of a cus- 
tomer focus task force. This group 
has developed programs that will 
reorient the Division toward cus- 
tomers’ needs. 


Focusing on 
the customer 
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Total refined product sales volumes were down 4 per cent compared to 
1987, reflecting difficult price competition and the shedding of low-margin 
sales. 

Products Division strategies, geared to increasing the profitability of the 
refining and marketing business, evolved and matured from those discussed 
in the 1987 Annual Report. They are: focusing on the customer, increasing 
revenue from existing assets, building a stronger lubricants business and 
refining more efficiently. . 


Petro-Canada recognizes that the core of its downstream business is selling 
fuels and that earnings growth hinges on satisfying customers. 

The Corporation continues to adapt its product offering to strengthen 
market share and expand further in high-margin market segments. This 
strategy recognizes the changing requirements of Canadian consumers and 
the strengths of Petro-Canada’s research and manufacturing base. 

In September, Petro-Canada launched its ‘‘Maximum’”’ family of 
unleaded gasolines, three grades of gasoline specially formulated to deliver 
improved fuel economy, power and longer engine life. These unleaded 
gasolines are a response to growing public awareness about air quality and 
the effects of lead in the environment, and the federal government’s 
legislated deadline for removing lead from gasoline. By moving quickly in 
response to emerging trends, Petro-Canada has achieved an unrivalled 
position in the growing unleaded market. 

“Maximum ’, ‘“Maximum Plus” and ‘‘Maximum Supreme” allow 
Canadians to choose from three octane levels to match specific vehicle 
needs and driving conditions. Over 1 500 retail outlets offered ‘‘Maximum”’ 
gasoline by year end, and the remainder of the network will be converted 
in 1989. 

For several years, programs and incentives have been implemented to 
improve service. Petro-Canada’s toll-free customer service line, introduced 
in 1987, became operational nationwide during 1988. Any customer can 
contact the Corporation for information on retail products, services or 
credit. At year end, a specially trained staff of 20 was fielding over 25 000 
inquiries per month, a mix of commendations, suggestions, queries and 
complaints. 

During the year, installation of computerized credit authorization termi- 
nals was completed at over 2 500 high-volume retail outlets across the 


Total petroleum product 
sales declined 4 per cent 
in 1988 
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country. Retailers and customers have been enthusiastic in their evaluation 
of the terminals which can process credit card purchases faster, more 
accurately, and with greater security than before. For Petro-Canada, this 
program has reduced paperwork and led to speedier processing of 
accounts receivable. 

After reviewing the wholesale marketing business from the perspective 
of customers, Petro-Canada introduced a computer system and software 
designed to allow bulk sales operators to become their own business 
managers. Wholesale associates can enhance their customer service by 
responding to specific local needs, such as in delivery arrangements, credit 
or associated services, and still offer a national line of quality products. 
The result for customers is closer relationships with more responsive 
businesses, while for the Corporation, working capital, overhead and 
operating costs are all reduced. 

The wholesale invoicing system was improved in 1988. This lowered the 
error rate on industrial and commercial accounts by 50 per cent, leading to 


better service and faster turnaround on accounts receivable. 


Increasing revenue 
from existing assets 
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Petro-Canada held its position as the country’s leading asphalt supplier, 
with approximately 35 per cent of the market. During the year, customer 
service was improved through the upgrading of asphalt terminals in 
Ontario. 

Petro-Canada has developed innovative pricing mechanisms for 
medium and large industrial customers through the use of petroleum 
futures and options. The customer gains from budget certainty, lower 
administrative costs associated with firm prices, and the ability to lock in 
suitable prices. Petro-Canada benefits from committed sales at known 
margins. 

These and other efforts to strengthen the relationship with consumers 
have produced some successes. However, a careful review of overall cus- 
tomer satisfaction concluded that results have been inconsistent across 
the Division. A clear opportunity has been identified to build market share 
by providing a level of customer satisfaction that would differentiate 
Petro-Canada from its competitors. Accordingly, a high-level task force has 
developed programs that will reorient the entire organization and its 
operations toward customers’ needs. By year end, specific initiatives were 
planned to improve marketing leadership, build more direct links between 
all business groups and the retail front line, and place a renewed and 
deliberate focus on the fundamentals of the retail business. 


Petro-Canada offers retail customers several additional services that 
increase the revenue generated from existing sites and in turn promote 
greater gasoline sales. In 1988, the Division continued its implementation 
of three programs: car washes, convenience stores and the Certigard 
vehicle maintenance and repair franchises. 

Particular emphasis was given to the expansion and further develop- 
ment of Certigard. By year end, 79 Certigard businesses were operating in 
major urban centres across Canada. Over 100 more are planned for 1989. In 
each case, franchisees offer motorists long-term, customized preventive 
maintenance. Key components of the program are a distinctive bay man- 
agement system and personalized service, giving customers confidence in 
the quality of work performed and an understanding of future maintenance 
requirements and their costs. 

Along with the growth in the number of Certigard businesses was the 
introduction in 1988 of supporting computer hardware and software. 


The Certigard car care franchises 
were expanded further in 1988. 
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Chris Carruthers, manager of retail 


programs, is responsible for gener- 
ating additional revenue from 
existing retail sites. 
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Besides its record-keeping, report-producing and diagnostic capabilities, 
the computer system reduces franchisees’ costs with automated bookkeep- 
ing, payroll and accounting, and provides an electronic link with head 
office for information on vehicle parts, prices and maintenance. 

Market research has indicated that consumers are looking for greater 
assurance that their vehicles will be maintained with long-term security 
and economy in mind. Training of franchisees and staff during the year 
emphasized how the Certigard program can best be used to satisfy these 
preferences. Additionally, advertising and promotion programs were Car- 


ried out to make motorists aware of the benefits of this service. 


Building a stronger Petro-Canada has an excellent position in the lubricants business. The 

lubricants business patented HydroTreating process at the Clarkson, Ontario, lubricants plant 
produces base stocks with a purity that is unique in Canada. Petro-Canada 
is increasing the financial contribution from lubricants by focusing more 
of its activity at the Sheridan Park Research and Development Centre 
toward lubricants product development and by more aggressive domestic 
and foreign marketing. 

Over the last two years, earnings from lubricants were reduced as a 
result of a fire at the Clarkson plant in 1987. In the summer of 1988, a new 
first-stage HydroTreater became operational and Clarkson resumed full 
production of its 300 HydroTreated (HT) products and 1 350 product/pack- 
age combinations. 

Petro-Canada maintains its position as a leader in high-performance 
automotive and industrial lubricants. Product development teams continue 
to investigate market opportunities and formulate, test and launch new 
products that will enhance profits. A new product marketed in 1988, 
“Super Premium 5W30” motor oil, has received industry recognition for 
its superior low temperature properties, oxidation resistance and wear 
characteristics. 

During the year, Petro-Canada gained entry into additional lubricants 
markets. Agreements were reached to provide factory fills of automatic 
transmission fluids and other HT-based lubricants for the Canadian plants 
of a number of Pacific Rim car manufacturers. Farther afield, a distributor 
began selling Petro-Canada branded gear oils, motor oils and transmission 
fluids in Japan’s high-performance automotive market. 


A new first-stage HydroTreater is 
now operational at the Clarkson 
lubricants plant. The plant pro- 
duces lubricants of a quality unri- 
valled in Canada. 


Bob Hodgson, general manager of 
lubricants, is responsible for 
improving the profitability of 
Petro-Canada’s lubricants 
business. 


Refining more 
efficiently 
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The Division’s efforts to improve refinery utilization, reduce operating 
costs and meet lead phase-out targets, have involved refinery integration, 
computerization and equipment upgrading. 

A major efficiency program - the integration of the Corporation’s refiner- 
ies at Edmonton, Alberta, and Port Moody, British Columbia —- was completed 
in the last quarter of the year. Edmonton’s processing facilities are highly 
efficient and produce an exceptionally high proportion of gasolines and 
diesels, with correspondingly low volumes of by-products such as heavy 
fuel oil. Taking advantage of this strength, a specially tailored feedstock 
stream is produced for pipeline transportation to Port Moody. At Port 
Moody, the refinery’s excellent octane generation capability was retained. 
The crude unit was converted to handle the Edmonton feedstock, while 
other units deemed unnecessary were decommissioned. Synergies are 
made possible by the different capabilities of the two plants and distinct 
market requirements that result from weather and altitude variances. 

An integration program with similar objectives is under way at Petro- 
Canada’s Clarkson and Trafalgar refineries in Ontario where the facilities 
were recently placed under a single management. The interchange of 
feedstock and blending components between the two plants improves 
efficiency. 

These integration measures helped increase average capacity utilization 
for the Corporation’s refining network to 77 per cent from 76 per cent in 
1987. In the last two months of the year, following completion of the 
Edmonton/Port Moody integration, network utilization rose to 80 per cent. 

To satisfy increased demand for unleaded gasolines and meet lead 
phase-out targets, modifications are under way at several refineries. 

For instance, isomerization units are being installed at Edmonton and 
Clarkson at a total cost of approximately $120 million. 

Capital spending on refinery computerization continued through 1988. 

Results will lower operating costs and improve yields of top-quality gaso- 


In 1988, refinery capacity was 
reduced and crude oil processed 
held steady, thereby increasing 
refinery utilization 
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lines and distillates. Main plant computerization was completed at Edmon- 
ton, and at year end Petro-Canada decided to improve process control at 
the Trafalgar refinery through a major re-instrumentation program. At the 
Montreal refinery, the gasoline blending system is being upgraded and 
computerized to provide more stringent and cost-effective controls over 


product quality. The $20-million program will be completed in 1989. 


CORPORATE RESPONSIBILITY 


From community to national programs, Petro-Canada continued its efforts 
to enrich the lives of Canadians. 

The year will be memorable for the thousands of Canadians who partici- 
pated in the XV Olympic Winter Games through the Olympic Torch Relay. 
Building from that success, Petro-Canada launched the Olympic Torch 
Scholarship Fund. Through it, young Canadians are encouraged to balance 
their pursuit of athletic excellence with the achievement of educational 
goals. 

Promotional programs associated with the relay raised $4 million and 
provided the capital for the Scholarship Fund. Interest earned from the 
fund goes to scholarships granted each year to post-secondary students 
involved in Pan American or Olympic sports. Several awards are also made 
annually to individuals working toward a career in coaching. The first 100 
recipients were announced by the Canadian Olympic Association in 
September. 

For several years, Petro-Canada has emphasized sports and safety for 
children. For instance, 1 500 dealers and agents sponsored baseball teams 
in 1988, and the Right Riders program helped raise bicycle and road safety 
awareness among Canadian children of elementary school age. 

Right Riders is the only national safety program of its kind. During the 
year 200 000 children participated in Petro-Canada’s safety instruction 
sessions held at 39 exhibitions and fairs across Canada. A teaching kit on 
bicycle safety was added to the range of Right Riders activities in 1988. 
Officers from over 200 police forces assisted in presenting the materials to 
13 600 schools and an estimated audience of more than four million 


children. The Right Riders program receives assistance, cooperation and 


Responding to legislation and public 
concern about the environment, 
Petro-Canada introduced 
“Maximum” lead-free gasolines. 


From high art to comedy, Petro- 
Canada sponsors cultural events 
across the country. 


Teaching road safety to children 
remains a priority. 


endorsement from police forces, provincial safety associations, ministries 
of education and the Traffic Injury Research Foundation. 

Petro-Canada has also taken steps to ensure the broadest range of 
Canadians has an opportunity to work for the Corporation, and that its 
employees are treated with fairness and respect. During 1988, Petro- 
Canada continued to implement its comprehensive employment equity 
policy. The policy is designed to ensure the fair treatment of current and 
prospective employees in four designated groups: women, disabled per- 
sons, visible minorities and aboriginal peoples. Related initiatives include 
establishing a child care facility for Calgary-based employees, a company- 
wide policy prohibiting sexual harassment, a native education awards 
program, and a youth employment program targeting unemployed young 
people. The Corporation also runs a special, university-level recruitment 
program among aboriginal and disabled persons studying in industry- 
related disciplines. 

In 1988 Petro-Canada re-focused its commitment to the environment. 

A new environmental protection policy drew employees’ attention to the 
importance of environmental issues in all of the Corporation’s operations. 

Public concern over air quality and health was a key consideration in 
introducing Petro-Canada’s ‘‘Maximum”’ line of unleaded gasolines. Other 
new initiatives in the Products Division were the development within each 
refinery of acommunity awareness and emergency response program, and 
the inclusion of environmental and safety material in operations manuals 
delivered to all wholesalers. During the year, $9.7 million was spent on an 
extensive program to upgrade underground storage tanks at wholesale and 
retail sites throughout the country. 

In the Resources Division, environmental considerations were promi- 
nent in the planning of all new exploration and production activity. For 
instance, development of Petro-Canada’s newly acquired gasfield at Crane 
Lake, in south-western Saskatchewan, was contingent upon protecting the 
delicate ecology of the Sand Hills area. Saskatchewan Government officials 
approved the plans as environmentally responsible and indicated satisfac- 
tion with the way in which they had been followed by Petro-Canada 
employees and contractors. 

As 1988 ended, years of preparation were completed for “‘The Struggle 
for Democracy” television series. In 1983, Petro-Canada approached the 
respected journalist, Patrick Watson, to assist in developing a first-rate 
series on a topic of significant public interest. Petro-Canada provided 
advance funds to sponsor the project. The completed work was presented 


on national television in early 1989. 


Business conditions 
difficult and volatile 
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FINANCIAL REVIEW 


Petro-Canada’s financial results declined in 1988 largely due to lower 
crude oil prices. Volatility and uncertainty continue to characterize world 
oil markets. In 1988, the combination of dropping world prices and a 
strengthened Canadian dollar caused Canadian oil prices to reach a low of 
$15 (U.S. $13) before recovering at the end of the year. Over the last three 
years, crude oil prices averaged Cdn. $21 in 1986, $25 in 1987 and $19 in 
1988. Natural gas prices continued at depressed levels. Although there was 
some recovery by year end, Alberta field-gate natural gas prices averaged 
approximately Cdn. $1.63 per thousand cubic feet in 1988 versus Cdn. $1.71 
in 1987. The combination of these factors, slightly offset by increased 
natural gas sales, caused oil and gas production revenues to fall during 1988. 


Crude oil prices* 
The decline in world oil prices and a stronger Canadian dollar combined to depress 
Canadian oil prices to very low levels in 1988. 


($ per barrel) 
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*U.S. $ prices based on average NYMEX prices (one month forward) 
for West Texas Intermediate at Cushing. 
Canadian $ prices are based on average NYMEX prices (one month forward) 
for West Texas Intermediate at Edmonton, 


Financial results down 
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Natural gas prices* 
Natural gas prices began a modest recovery after hitting a nine-year low in 1988. 


(Cdn. $ per thousand cubic feet) 
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Net earnings after redeemable preferred share dividends were $94 million 
in 1988, down 45 per cent from $172 million in 1987. This drop reflects the 
impact of lower crude oil and natural gas liquids prices and a $22 million 
extraordinary write-down of the investment in Sedpex Inc. Resources 
Division earnings decreased from $162 million in 1987 to $48 million in 
1988. Products Division earnings increased marginally from $95 million to 
$102 million. Corporate and other activities resulted in a loss of $24 million 
comparing favourably to a loss of $44 million in 1987. This improvement 
was largely related to the realization of deferred profit in inventory due to 
lower crude oil prices and foreign exchange gains resulting from the 
strengthening of the Canadian dollar. 

Cash generated from operations of $613 million in 1988 was down 21 per 
cent from $778 million a year earlier. Cash generated by the Resources 
Division decreased substantially from $563 million in 1987 to $362 million 
in 1988. Cash contributions from the Products Division decreased slightly 
from $330 million in 1987 to $311 million in 1988. 

Capital expenditures of $799 million were 65 per cent above the 1987 
level of $483 million with the increase in investment, including reserves 
acquisitions, being directed in large part to the Resources Division. The 
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investment in working capital in 1988 decreased by $203 million, primarily 
as a result of lower crude costs in the Products Division; this compared to 

an increase in working capital in 1987 of $244 million. Average capital 
employed by the Corporation in 1988 amounted to $7 718 million, compared 
to $7 353 million a year earlier. Cash flow return on average capital employed 
decreased from 11.3 per cent in 1987 to 9.2 per cent in 1988, due to the 


generally lower prices for oil and natural gas. 


Cash generated from operations versus earnings* 
Cash flow was reduced to $613 million by the combined effect of weak crude oil and natural 
gas prices and a stronger Canadian dollar. Earnings declined 33 per cent from 1987. 
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Profitability 
Difficult business conditions resulted in a lower cash flow return on average capital employed. 
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FINANCIAL REVIEW 


Capital expenditures were increased in 1988 to take advantage of opportu- 
nities for enhanced short-term cash flow, while interests in promising, 
longer-term development projects were maintained. In particular, the focus 
on conventional oil and gas properties in Western Canada was continued 
from 1987, with additional funds devoted to purchases of natural gas 
reserves. Capital expenditures in the refining and marketing business were 
also increased in 1988, with the objective of improving refining efficiency 
and upgrading the marketing network. The Corporation continues to invest 
within the framework of current and prospective levels of cash generated 
internally from operations and changes in working capital. Capital expen- 
ditures for conventional activities in Western Canada were approximately 
$129 million for exploration and $264 million for development. Spending 
in frontier and international areas was $80 million and in oil sands 

$138 million. Capital expenditures for refining and marketing totalled 

$159 million. 


Cash flow and reinvestment 
Attractive investment opportunities, including the purchase of natural gas reserves, 
led to a high reinvestment level in 1988. 
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Components of capital spending ; 
Capital expenditures continued to focus on the upstream, with emphasis shifting from 
exploration to development. 
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FINANCIAL REVIEW 


Financial coverage and leverage ratios generally declined in 1988 as a 
result of difficult business conditions. However, at year end, the Corpora- 
tion’s measure of debt to capital improved to 35.0 per cent from 35.7 per 
cent at the end of 1987 because investments were closely matched to 
internally generated cash. Cash flow to debt declined in 1988 from 37.0 to 
29.1 per cent as a result of reduced cash flow. Interest coverage stood at 
2.4 times at the end of 1988. 

During 1988, the Corporation redeemed the remaining redeemable pre- 
ferred shares at a cost of $883 million. The redemption was financed by 
new long-term debt issues of $361 million and additional short-term debt. 
The new long-term debt issues lengthened the average maturity of the 
Corporation’s outstanding long-term debt and diminished financial obliga- 
tions during the early to mid-1990s when major developments will require 
considerable investment capital. As a result of the share redemption, 
dividends of $10 million paid on redeemable preferred shares in 1988 were 
$31 million lower than in 1987. Interest expense of $131 million was $58 
million higher than in the previous year reflecting the refinancing of 
redeemable preferred shares with debt and generally higher interest rates. 

The Corporation remains committed to maintaining the integrity of its 
financial structure. Cash generated from current activities continues to be 
sufficient to finance significant ongoing capital investments, and to fulfil 
Petro-Canada’s current fixed financial obligations without undue reliance 
on external funds. 

Considerable additional external financing will, however, be required 
for the Corporation to proceed with major new development projects. 
Petro-Canada’s participation in Hibernia, and its continuing interest in 
other megaproject developments, will involve substantial financing com- 
mitments in future years. Special financing arrangements offered by gov- 
ernments to support such developments will significantly increase Petro- 
Canada’s capability to undertake such ventures without jeopardizing its 
financial structure. However, caution will be required, given the uncertain 
business environment expected over the next few years and the long 
lead-times typical of megaprojects. The financing of new commitments 
will be carefully planned to avoid undue levels of financial risk and 
safeguard the Corporation’s financial position. 
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Financial position 
The ratio of debt to capital continued to improve as debt levels were held constant in 1988. 
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Ratio 29.6 41.8 37.4 35.7 35.0 


Cash flow to debt 
A significant reduction in cash flow in 1988 caused a decline in this financial indicator. 
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Capital 


Capital employed 


Capital expenditures 
Cash flow return on 
average capital 
employed 

Cash flow to debt 


Cash generated from 
operations 


Debt 


Debt to capital 


Interest coverage 


Reinvestment ratio 


Return on average 
capital employed 


Return on average 
shareholder’s equity 
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GLOSSARY OF FINANCIAL TERMS 


Shareholder’s equity plus debt. Shareholder’s equity reflects the valuation of redeemable 
preferred shares at year-end U.S. $/Cdn. $ exchange rates. 


Total assets less current liabilities excluding short-term notes payable and the current portion 
of long-term debt. Average capital employed is the average of the current year’s and previous 
year’s year-end capital employed. 


Expenditures on property, plant and equipment less Petroleum Incentive Program grants. 


Working capital provided from operations as disclosed in the financial statements plus tax 
adjusted interest expense plus investment tax credits divided by average capital employed. 


Cash generated from operations divided by debt. 


Internally generated cash from operations as disclosed in the financial statements less divi- 
dends on redeemable preferred shares. 


Long-term debt including the current portion of long-term debt, short-term notes payable, 
outstanding cheques less cash, advances on future natural gas deliveries and redeemable 
preferred shares valued at year-end U.S. $/Cdn. $ exchange rates. 


Debt divided by capital. 

Earnings before interest expense, provision for income taxes, extraordinary and unusual 
items, and dividends on redeemable preferred shares divided by interest expense plus capital- 
ized interest plus dividends on redeemable preferred shares multiplied by 1/1 — tax rate. 


Capital expenditures divided by cash generated from operations. 


Earnings before extraordinary and unusual items and dividends on redeemable preferred 
shares plus tax adjusted interest expense divided by average capital employed. 


Earnings before extraordinary and unusual items and after dividends on redeemable preferred 
shares divided by average shareholder’s equity. Average shareholder’s equity reflects the 
valuation of redeemable preferred shares at year-end U.S. $/Cdn. $ exchange rates. 


Petro-Canada 
MANAGEMENT’S RESPONSIBILITY FOR 
THE FINANCIAL STATEMENTS 


The financial statements have been prepared by management in accordance with generally accepted 
accounting principles appropriate in the circumstances. Management is responsible for the other 
information in the Annual Report, which is consistent, where applicable, with that contained in the 
financial statements. Management is also responsible for installing and maintaining a system of 
internal control to provide reasonable assurance that reliable financial information is produced. The 
Corporation has an internal audit department whose functions include reviewing the system of 
internal control to ensure that it is adequate and functioning properly. 

The Board of Directors is responsible for ensuring that management fulfills its responsibilities for 
financial reporting and internal control. The Board exercises its responsibilities through the Audit 
Committee of the Board, a majority of which is composed of directors who are not employees of the 
Corporation. The committee meets with management, the internal auditors and the external auditors 
to satisfy itself that responsibilities are properly discharged and to review the financial statements. 

The external auditors conduct an independent examination, in accordance with generally accepted 
auditing standards, and express their opinion on the financial statements. Their examination includes 
a review and evaluation of the Corporation's system of internal control and appropriate tests and 
procedures to provide reasonable assurance that the financial statements are presented fairly. The 
external auditors have full and free access to the Audit Committee of the Board. 


AUDITORS’ REPORT 

To the Honourable Jake Epp, P.C., M.P. 
Minister, Energy, Mines and Resources Canada 
House of Commons, Ottawa, Ontario 


We have examined the consolidated balance sheet of Petro-Canada (incorporated by Special Act of the 
‘Parliament of Canada) as at December 31, 1988 and the related consolidated statements of earnings, 
retained earnings and changes in financial position for the year then ended. Our examination was 
made in accordance with generally accepted auditing standards, and accordingly included such tests 
and other procedures as we considered necessary in the circumstances. 

In our opinion, these consolidated financial statements present fairly the financial position of the 
Corporation as at December 31, 1988 and the results of its operations and changes in its financial 
position for the year then ended in accordance with generally accepted accounting principles applied 
on a basis consistent with that of the preceding year. 

Further, we have examined the transactions of the Corporation and its consolidated wholly owned 
subsidiaries that came to our notice in the course of the above mentioned examination, to determine 
whether they were in accordance with Part X of the Financial Administration Act, the regulations, the 
charter and by-laws of the Corporation and its consolidated wholly owned subsidiaries and any 
directives given to the Corporation pursuant to the Act. Our examination of these transactions was 
made in accordance with generally accepted auditing standards, and accordingly included such tests 
and other procedures as we considered necessary in the circumstances. In our opinion, these 
transactions were, in all significant respects, in compliance with the authorities specified. 


Calgary, Alberta Athen. Jae. fF ey 


February 20,1989  ~ Chartered Accountants 
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Petro-Canada 


CONSOLIDATED BALANCE SHEET 


As at December 31, 1988 
(stated in millions of dollars) 


Assets ey 1988 1987 
Current Assets 
Cash and short-term deposits $ 84 10 
Accounts receivable 734 892 
Inventories (Note 2) 560 Ton 
Income taxes recoverable 36 4 
Prepaid expenses 41 53 
1 455 1 680 
Investments (Note 3) 539 509 
Property, Plant and Equipment, net (Note 4) 6 534 6 197 
Deferred Charges (Note 5) 83 67 
3.8611 $ 8453 


Approved on behalf of the Board 


Director 


Director 
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Liabilities and Shareholder’s Equity 1988 1987 


Current Liabilities 


Short-term notes payable $ 968 hile Ld 
Accounts payable and accrued liabilities 765 864 
Current portion of long-term debt 6 6 
1739 1183 

Long-Term Debt (Note 6) 1036 744 
Deferred Credits (Note 7) 213 190 
Deferred Income Taxes 1 708 Hoss 
Redeemable Preferred Shares (Note 8) - 831 
Shareholder’s Equity (Note 9) 3915 3 872 


$ 8611 $ 8 453 
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Petro-Canada 
CONSOLIDATED STATEMENT OF EARNINGS 


For the year ended December 31, 1988 
(stated in millions of dollars) 


3 1988 1987 
Revenue 
Operating $ 4 669 $ 4982 
Investment and other income 132 97 
4 801 5 079 
Expenses 
Crude oil and product purchases 1 939 2214 
Marketing, general and administrative 891 819 
Producing and refining TIRE C20 
Depreciation, depletion and amortization 428 412 
Federal sales and other taxes 383 394 
Interest on long-term debt Ta 59 
Other interest 60 14 
4549 4639 
Earnings before Undernoted Items PABA 440 
Provision for Income Taxes (Note 10) 
Deferred 74 164 
Current 52 63 
126 2a 
Earnings before Extraordinary Item and Dividends 
on Redeemable Preferred Shares 126 Bia3 
Extraordinary Item (Note 11) 22 ~ 
Net Earnings before Dividends on Redeemable Preferred Shares 104 213 
Dividends on Redeemable Preferred Shares (Note 8) 10 41 
Net Earnings after Dividends on Redeemable Preferred Shares $ 94 Se eeZ2 


Petro-Canada 
CONSOLIDATED STATEMENT OF RETAINED EARNINGS 


For the year ended December 31, 1988 
(stated in millions of dollars) 


Retained Earnings (Deficit) at Beginning of Year 
Net earnings before dividends on redeemable preferred shares 
Dividends on redeemable preferred shares 


Exchange adjustment on redemption of redeemable preferred shares 


Retained Earnings (Deficit) at End of Year 


1988 1987 
$ (289) $ (450) 
104 213 
(10) (41) 
(51) (11) 


__ $246) __$ (289) 
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Petro-Canada 
CONSOLIDATED STATEMENT OF CHANGES IN FINANCIAL POSITION 


For the year ended December 31, 1988 
(stated in millions of dollars) 


1988 1987 

Internally Generated Cash 
Working capital provided from operations (Note 12) $ 624 $ 784 
Proceeds from sale of property, plant and equipment 22 46 
Advances on future natural gas deliveries (23) (11) 
Internally generated cash from operations 623 819 
Decrease (increase) in operating working capital (Note 13) 203 (244) 

826 575 
Investment Activities 
Expenditures on property, plant and equipment 799 483 
Increase in investments, net 52 142 
Increase in deferred charges, net 18 al 

869 626 
Financing Activities and Dividends 
Increase in short-term notes payable, net 655 313 
Proceeds from issue of long-term debt 361 - 
Redemption of redeemable preferred shares (883) (102) 
Dividends on redeemable preferred shares (10) (41) 
Reduction of long-term debt (6) (21) 

Avy, 149 
Increase in Cash 74 98 
Cash and Short-Term Deposits (Deficiency) at Beginning of Year 10 (88) 
Cash and Short-Term Deposits at End of Year $ 84 $ 10 
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Petro-Canada 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


December 31, 1988 
(stated in millions of dollars) 


Note 1: Summary of Significant Accounting Policies 


(a) Basis of Consolidation 
The consolidated financial statements include the accounts of Petro-Canada, an agent of Her Majesty 
in right of Canada, and of all subsidiary companies (“the Corporation’’) except Canertech Inc., which 
is excluded for the reason described in Note 3. 

The excess of the consideration paid for the shares of subsidiaries over the underlying net book 
values at the dates of acquisition is attributed to the related assets acquired and is amortized over the 
life of these assets. 


(b) Inventories 
Inventories are stated at the lower of cost and net realizable value. Cost of crude oil, refined products 
and merchandise is determined on a “‘first-in, first-out’’ basis. 


(c) Investments 
The Corporation accounts for investments in companies over which it has significant influence on the 
equity method. Other long-term investments are accounted for on the cost method. 


(d) Property, Plant and Equipment j 

The Corporation accounts for its investment in oil and gas properties on the full cost method whereby 
all costs relating to the exploration for and development of oil and gas reserves are capitalized. Such 
costs include those related to lease acquisitions, geological and geophysical activities, lease rentals on 
non-producing properties, drilling both productive and non-productive wells and overhead related to 
exploration and development. Separate cost centres have been established for each country in which 
the Corporation has an interest in oil and gas properties. The Corporation applies a ‘‘ceiling test’’ to 
each of its producing oil and gas cost centres to ensure that such costs do not exceed the total of the 
estimated future net revenues from production of proven reserves, the unimpaired costs of certain 
projects in Canadian frontier areas and the unimpaired costs of unevaluated properties. The estimate 
of future net revenues is based upon prices and operating costs in effect at the balance sheet date. In 
addition a consolidated ceiling test provides for future administrative overhead, financing costs and 
income taxes. 

Costs are accumulated separately for the Syncrude Project, producing in situ and other oil sands 
leases. Overburden removal costs relating to oil sands which will be mined in future years are 
deferred and are charged to earnings when the related oil sands are mined. | 

Substantially all of the Corporation’s exploration and production activities are conducted jointly 
with others. Only the Corporation’s proportionate interest in such activities is reflected in the finan- 
cial statements. 

The interest cost of debt attributable to the construction of major new facilities is capitalized 
during the construction period. 


(e) Depreciation, Depletion and Amortization 
Costs incurred in producing oil and gas cost centres, other than unimpaired costs of certain projects 
in Canadian frontier areas and of unevaluated properties, and costs incurred on the Syncrude Project 
and producing in situ oil sands leases are depreciated or depleted separately on the unit of production 
method based on estimated proven recoverable oil and gas reserves before royalties. For purposes of 
calculating depreciation and depletion, natural gas production and reserves are converted to equiva- 
lent units of crude oil based on the relative energy content of each commodity. 

Costs incurred in non-producing oil and gas cost centres and other oil sands leases are subject to 
review for impairment. Any impairment is charged to earnings. When exploration proves to be 


45 


Petro-Canada 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


December 31, 1988 
(stated in millions of dollars) 


Note 1: (Continued) 


successful, and economic viability has been established, the unimpaired balance is depleted on the 
unit of production method when production commences. 

Depreciation of other plant and equipment is provided on either the unit of production method or 
the straight line method as appropriate. Straight line depreciation rates are based on the estimated 
service lives of the related assets. 


(f) Income Taxes 

The Corporation makes full provision for income taxes deferred as the result of claiming depreciation, 
exploration, development and other costs for income tax purposes which differ from the related 
amounts charged to earnings. 


(g) Translation of Foreign Currency 

Current assets, except inventories and prepaid expenses, current liabilities and long-term debt are 
translated at rates of exchange in effect at the balance sheet date. Long-term assets, inventories, 
prepaid expenses, deferred income taxes, redeemable preferred shares and revenue and expense 
items are translated at rates of exchange in effect at the respective transaction dates. Depreciation, 
depletion and amortization expense reflects rates of exchange in effect when the related assets were 
acquired. 

The resulting exchange gains or losses are included in earnings, except for unrealized exchange 
gains or losses arising on translation of long-term debt, which are deferred and amortized over the 
remaining term of the debt, and realized losses on redemption of redeemable preferred shares, which 
are charged directly to retained earnings. 

Foreign operations are integrated with the Corporation’s other activities and are translated in the 
manner described above. 


Note 2: Inventories 


1988 1987 
Crude oil, refined products and merchandise $ 495 $ 657 
Materials and supplies 65 64 


$ 560 Sere 


Note 3: Investments 


1988 1987 
At equity 
Westcoast Energy Inc. $ 269 $ 219 
Petro-Canada Centre 189 188 
Sedpex Inc. 18 38 
Other Pap 20 
At cost 
Mortgages and other investments 41 44 


Westcoast Energy Inc. (‘‘Westcoast’’) 
At December 31, 1988 the Corporation held approximately 37% (1987—31%) of the outstanding 
common shares of Westcoast with a quoted market value of $280 million (1987—$250 million). 
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Petro-Canada 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


December 31, 1988 
(stated in millions of dollars) 


Note 3: (Continued) 


Petro-Canada Centre 

The Corporation holds 50% of a joint venture which owns Petro-Canada Centre, an office complex in 
Calgary. The Corporation has entered into a long-term lease for use of a portion of the complex and, as 
at December 31, 1988, has guaranteed $135 million of long-term debt related to the facility. 


Sedpex Inc. 
The Corporation holds 50% of the outstanding common shares of Sedpex Inc., a company which owns 
asemi-submersible drilling vessel. 


Canertech Inc. (‘‘Canertech’’) 

The accounts of Canertech, a wholly-owned subsidiary company, have been excluded from consoli- 
dation because a formal plan exists to dispose of the investment in the subsidiary. In response to a 
directive by the Government of Canada, the Corporation incorporated Canertech in 1981 to develop 
alternate energy sources. At that time the Government indicated its intention of purchasing the 
Corporation’s investment at cost and establishing Canertech as an independent Crown corporation. 
The Corporation is proceeding with the implementation of a Government directive to bring about the 
dissolution of Canertech. The Corporation’s investment in Canertech is carried in the accounts at its 
original cost of one dollar. 


Note 4: Property, Plant and Equipment 


1988 1987 Capital Expenditures 


Accumulated 
Depreciation, 
Depletion and 


Cost Amortization Net Net 1988 1987 
Natural resources 
Oil and gas 
Canada $2 51657 $ 2194 $ 3 463 $ 3250 $ 441 $ 239 
Foreign 
—producing 67 49 18 19 3 2 
—non-producing 133 106 27 iy 23 12 
Oil sands 
Syncrude Project 751 153 598 Baie 42 44 
Producing in situ 221 21 200 115 91 30 
Other oil sands 212 212 - - 5 5 
Natural gas liquids 210 89 A 128 4 2 
Other LOSS 81 24 29 2 a 
7 356 2905 4451 4135 611 336 
Refining and marketing 2 495 550 1945 1921 159 122 


Other property, plant 
and equipment 299 161 138 141 29 25 


$ 10 150 $ 3616 $ 6534 $ 6197 $ 799 $ 483 


At December 31, 1988, $3 250 million (1987—$3 074 million) of Canada oil and gas net costs were 
subject to depreciation and depletion. 

Capital expenditures for the year include $12 million (1987—$7 million) of capitalized 
interest expense. 
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Petro-Canada 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


December 31, 1988 
(stated in millions of dollars) 


Note 5: Deferred Charges 


1988 1987 
At cost 
Oil sands overburden removal costs $ 39 $ 40 
Less portion related to oil sands to be mined within one year 17 16 
Dap 24 
Deferred pension funding 27 13 
At amortized cost 
Deferred financing costs 17 14 
Other 17 16 
$ 83 $ 67 
Note 6: Long-Term Debt 
Maturity 1988 1987 
In Canadian dollars 
8.25% unsecured notes 1993 $ a4 Sorel 
In United States dollars 
7.75% unsecured notes (U.S.$13 million) 1993 15 18 
LIBOR less 0.8% unsecured notes (U.S.$125 million) 1995 149 162 
9% unsecured notes (U.S.$26 million) 1995 af 39 
7.25% unsecured debentures (U.S.$200 million) 1996 239 260 
9.50% unsecured debentures (U.S.$200 million) 2003 239 ae 
8.25% unsecured debentures (U.S.$200 million) 2016 239 260 
9.70% unsecured debentures (U.S.$100 million) 2018 119 = 
1 042 750 
Less current portion 6 6 
1 036 $ 744 


Repayment of long-term debt 


The minimum repayment of long-term debt in each of the next five years is as follows: 


1989—$6 million 1990—$6 million 1991—$7 million 1992-—$7 million 1993—$24 million 
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Petro-Canada 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


December 31, 1988 
(stated in millions of dollars) 


Note 7: Deferred Credits 


1988 1987 


Advances on future natural gas deliveries $ 95 $ 118 
Translation adjustment on long-term debt 88 33 
Long-term liabilities 30 39 


$4243 $ 190 


Note 8: Redeemable Preferred Shares 


During 1988 a subsidiary redeemed 7 092 983 shares (1987—779 000 shares) for a consideration of U.S. 
$709 million (1987—U.S. $78 million). The 1988 redemption comprised virtually all the remaining 
outstanding shares. 


- Note 9: Shareholder’s Equity 


Authorized Capital 
(a) 71 188 common shares with a par value of one hundred thousand dollars each, and 


(b) Preferred shares issued to the Government of Canada provided that the amount of such shares 
together with any loans received, and outstanding, from the Consolidated Revenue Fund of the 
Government of Canada is not in excess of one billion dollars. These shares have a par value of one 
dollar each, are redeemable at par at the option of the Corporation, carry no stated rate of dividend 
and are non-cumulative. 


Issued (to the Government of Canada) 


Number 
of Shares 1988 1987 
Common Shares 31 883 $ 3188 $ 3188 
Preferred Shares 972 771 853 973 973 
Total Capital at Beginning and End of Year 4161 4161 
Deficit at End of Year (246) (289) 


Se ato $. 31872 
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Petro-Canada 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


(stated:in millions of dollars) 


Note 10: Income Taxes 


The provision for income taxes of $126 million (1987—$227 million) represents an effective rate of 
50% (1987—51.6%) on earnings before income taxes of $252 million (1987—$440 million). The compu- 
tation of the provision, which requires adjustment to earnings before income taxes for non-taxable 


and non-allowable items, is as follows: 


Earnings before income taxes 
Add (deduct) 
Royalties and other payments to provincial governments 
Federal allowances 
Resource allowance 
Tax depletion 
Non-deductible depreciation, depletion and amortization 
Non-taxable gains 
Equity in earnings of affiliates 
Other 


Earnings as adjusted before income taxes 


Canadian Federal income tax at 42.4% (1987—46.6%) applied 
to earnings as adjusted 


Provincial and other income taxes, net of federal abatement 
Provincial income tax rebates 


Provision for income taxes 


Note 11: Extraordinary Item 


1988 1987 
$ 252 $ 440 

135 160 

(107) (144) 

(38) (36) 

88 99 

(14) (10) 

(21) (25) 

4 (8) 

__ $299 $_476 
S127 $).222 

4 9 

(5) (4) 
—___$.126 $227 


Due to uncertain dayrates and low utilization of offshore drilling rigs, the Corporation has written 


down the carrying value of its investment in Sedpex Inc. (Note 3). The amount of this charge to 


earnings is $22 million including related income taxes of $2 million. 


Note 12: Working Capital Provided from Operations 


Earnings before extraordinary item and 
dividends on redeemable preferred shares 


Add (deduct) 


Depreciation, depletion and amortization 
Deferred income taxes 


Equity earnings, net of dividends received 
Other 


50 


1988 1987 
$ 126 $ 213 

428 412 

74 164 

2 (4) 

(6) (1) 

See $1624 $_784 


Petro-Canada 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


December 31, 1988 
(stated in millions of dollars) 


Note 13: Decrease (Increase) in Operating Working Capital 


1988 1987 
Accounts receivable $ 158 $ (18) 
Inventories 161 (168) 
Income taxes recoverable (32) 16 
Prepaid expenses 12 (18) 
Accounts payable and accrued liabilities (99) (69) 
Other 3 3) 


$ 203 $ (244) 


Operating working capital is comprised of working capital other than cash and short-term deposits, 
short-term notes payable and current portion of long-term debt. 


Note 14: Pension Plans 


The Corporation’s plans are defined benefit plans with the benefits generally based upon years of 
service and average salary during the final years of employment. They are funded by the Corporation 
based upon the advice of an independent actuary. 


Plan Status as at December 31 


1988 1987 
Actuarial value of assets $ 445 $ 394 
Pension obligation 427 382 
Net pension asset Sats Saud, 


‘The net pension asset is amortized to earnings over the expected average remaining service life of the 
employees covered by the plans, which is currently 13 years. 


Pension funding and expense amounted to $32 million (1987—$32 million) and $16 million 
(1987—$17 million) respectively. 


Note 15: Related Party Transactions 


Transactions with the Government of Canada and its agencies are in the normal course of business 
and are therefore on the same terms as those accorded to non-related parties. 
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Petro-Canada 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


December 31, 1988 
(stated in millions of dollars) 


Note 16: Segmented Information 


The Corporation operates in two business segments: 
Natural resources, comprising: exploration, development, production, transportation and market- 
ing activities for crude oil, natural gas, field liquids, sulphur and oil sands; and extraction of liquids 


from natural gas. 


Refining and marketing, comprising: purchase and sale of crude oil; refining crude oil into oil 
products; and distribution and marketing of these and other purchased products. 


Financial information by business segment is presented in the following table as though each segment 
were a separate business entity. Inter-segment transfers of products, which are accounted for at 
market value, are eliminated on consolidation. Corporate and other includes investment income, 
interest expense and unallocated general corporate revenues and expenditures. Corporate and other 
assets are principally cash and short-term deposits, investments in other companies and general 


corporate assets. 


Revenue 

Sales to customers and 
other revenues 

Inter-segment sales 


Segment revenue 


Earnings 

Operating earnings before 
depreciation, depletion and 
amortization 

Depreciation, depletion and 
amortization 

Interest 

Provision for income taxes 


Earnings (loss) before 
extraordinary item and 
dividends on redeemable 
preferred shares 


Capital expenditures 
Property, plant and equipment 
Investments 

Deferred charges 


Total assets 


Capital employed 
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Refining and Corporate 

Natural Resources Marketing and Other Consolidated 
1988 1987 1988 1987 1988 1987 1988 1987 
$ 473 Sie earth $ 4245 $ 4461 $ 83 $ 47 $ 4801 $ 5079 

$ 989 Sete os $ 4245 $ 4461 $ 83 $ 47 

$ 415 $ 623 $ 336 $y 5327; $ 60 $ (25) CS. texilal $ 925 
(280) (266) (142) (139) (6) (7) (428) (412) 
= = = s (131) (73) (131) (73) 
(87) (195) (92) (93) 53 61 (126) (227) 
$ 48 $ 162 $ 102 $ 95 $ (24) $ (44) $ 126 Semets 
See onal he Tol 6) $ 159 Seen $ 29 Sy PAS) $ 799 $ 483 
- = 1 - loyal 142 52 142 
(1) (8) 2 (4) 7 13 18 1 
$ 610 $ 328 GS IG Be aia $ 97 $ 180 $ 869 So026 
$ 4729 $ 4431 $ 3101 $ 3436 $ 781 $ 586 $ 8611 $ 8453 
$ 4509 $ 4207 $ 2585 $ 2815 $ 752 Spor $ 7 846 $ 7589 


Petro-Canada 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


December 31, 1988 
(stated in millions of dollars) 


Note 17: Comparative Figures 


Certain reclassifications have been made to the 1987 comparative figures to conform with the current 
year’s presentation. 


Note 18: Commitments and Contingencies 


(a) Commitments 

The Corporation has leased property and equipment under various long-term operating leases for 
periods up to 2008. The minimum annual rentals for non-cancellable operating leases are estimated at 
$53 million in 1989, $52 million in 1990, $45 million in 1991, $45 million in 1992, $39 million in 1993 
and $19 million per year thereafter until 2008. 


(b) Contingencies 

The Corporation is involved in litigation and claims associated with normal operations. Management 
is of the opinion that any resulting settlements would not materially affect the financial position of the 
Corporation. 
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CONVERSION TABLE 


1 cubic metre = 6.29 barrels 


35.31 cubic feet 


1 cubic metre 


1 litre = 0.22 imperial gallons 
1 hectare = 2.47 acres 
1 tonne = 2205 pounds 


1 kilometre 0.62 miles 
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Petro-Canada 
RESERVES INFORMATION 


(proven reserves, net after royalties) 


1988 1987 
Developed Undeveloped Total Developed Undeveloped Total 
Crude oil and natural 
gas liquids 
(thousands of m‘) 
Conventional crude oil 29 809 2 042 31 851 27 373 2 097 29 470 
Synthetic crude oil 2G pis 3 216 34 747 29 865 3 906 33070 
Bitumen 1325 3 307 4 632 1 265 3 399 4 664 
Natural gas liquids bah 624 5 861 4 447 977 5 424 
Total 67 902 9 189 77 091 62 950 10 379 73 329 
Natural gas 
(millions of m’) 59 104 20 150 79 254 OWNS WAG} 20 350 78 223 
1988 1987 
Oil NGL Gas Oil NGL Gas 
(thousands (thousands (millions (thousands (thousands (millions 
of m’) of m‘) of m%) of m‘) of m‘) of m°) 
Balance, beginning 
of year 67 905 5 424 78 223 68 041 5 263 Gi woue 
Revisions of previous ; 
estimates HWE 1 055 916 3 678 741 4142 
Extensions and : 
discoveries 349 - 964 637 - 386 
Purchases/sales - - 3 229 = = = 
Production (4 595) (618) (4 078) (4 451) (580) (3 628) 
Balance, end of year 71 230 5 861 79 254 67 905 5 424 78 223 


Notes: 
1. Reserves quantities in the Annual Report, excluding 
synthetic crude oil, are reported based on estimates 


The Syncrude project is subject to a royalty agree- 
ment between:the Province of Alberta and the 
Syncrude participants whereby the Province has 
the right to 50% of Syncrude’s deemed net profit. 
The Province has an option to convert its royalty 
to a 7.5% gross overriding royalty. 


consistent with the knowledge of the characteristics 
and extent of underlying productive formations at 
each year end. 

2. The above figures include Petro-Canada’s 17% 
interest in the synthetic crude oil reserves of 
Syncrude. These reserves are based on the demon- 
strated production capacity of the Syncrude plant 
and an estimate of the incremental production 
attributable to the capital program which was 
completed in 1988, both calculated over the 
remaining term of the current operating permit to 
the year 2013. 


The net after royalty reserves of Syncrude are based 
on an estimated average royalty rate for the life of 
the project using current prices and operating costs. 
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Petro-Canada 
FIVE YEAR FINANCIAL SUMMARY 
(stated in millions of dollars) 


Summary of Earnings 
Revenue 
Expenses 


Add (deduct) 
Provision for income taxes 
Minority interest 


Earnings before extraordinary and 
unusual items and dividends 
on redeemable preferred shares 
Extraordinary and unusual items 


Net earnings (loss) before dividends 
on redeemable preferred shares 
Dividends on redeemable 
preferred shares 


Net earnings (loss) after dividends 
on redeemable preferred shares 


Other Financial Data 

Cash generated from operations 

Expenditures on property, plant 
and equipment 

Petroleum Incentive Program grants 

Acquisitions including minority 
interests 

Total assets 

Average capital employed 

Working capital (deficiency) 

Long-term debt (Note 3) 

Redeemable preferred shares 

Shareholder’s equity 


Annual Operating Revenues 
Resources Division 
Crude oil and natural gas liquids 
Conventional crude oil 
Synthetic crude oil 
Bitumen 
Field natural gas liquids 


Natural gas 

Sulphur 

Natural gas liquids from 
straddle plants 

Other 


Total 
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1988 1987 1986 1985 1984 
¢ 4801 $ 5079 $ 5172 $ 5381 $ 4988 
4549 4 639 4741 4 868 4 376 
252 440 431 513 612 
(126) (227) (249) (341) (385) - 
= ae = 2 5 
126 ae 182 174 232 
22 - _ 865 = 
104 213 182 (691) 232 
10 41 59 78 100 
$ 94 $ 172.8 123 $ (769) $ 132 
$ 613 $ 778 $ ie es Was 828 $ 868 
799 488 614 1 059 a Ba es 
= 5 166 349 380 
= _ 301 1 010 (2) 
8 611 8 453 8 139 8 846 8 966 
7718 7 353 7 226 7 746 7 780 
(284) 497 448 397 905 
1 042 750 818 289 157 
os 831 922 1224 1 312 
3.915 3 872 3711 3 642 4478 
$ 307 $ 413 $ 336 $ 613 $ 585 
166 192 167 279 214 
9 19 13 14 = 
46 57 50 80 67 
528 681 566 986 866 
222 203 219 292 284 
23 25 31 34 27 
152 145 192 235 246 
64 84 72 89 116 
$ 989 $ 1138 $ 1080 $ 1636 $ 1539 


ations of the Edmonton refinery. 


1988 1987 1986 1985 1984 
Annual Operating Revenues (Continued) 
Products Division 
Gasolines Seer O5O nou ee 240nG. 2290 iS 920232) So dB 14 
Distillates 1 284 1 384 1 549 1 350 qO25 
Other including petrochemicals 911 837 759 768 592 
Total $. 4.245) $4461 $ 4588 $ 4350 .$ 3431 
Expenditures on Property, Plant and Equipment 
Resources Division 
Exploration 
Frontier $ 54 $ 41 $ 245 $ 442 $ 601 
Western provinces 129 101 62 145 128 
Foreign 23 12 11 19 30 
Development 
Western provinces 264 108 99 166 104 
Foreign 3 - 1 6 6 
Oil Sands 
Syncrude 42 44 47 60 31 
Other 96 35 7 30 ay 
611 341 482 868 953 
Products Division 
Refining Y 80 49 55 115 90 
Marketing . 79 gs 57 50 33 
159 Lo2 112 165 Alyse) 
Support facilities 29 25 20 26 55 
799 488 614 1 059 1131 
Petroleum Incentive Program grants = 5 166 349 380 
Total $ 799 $ 483 $ 448 $ 710 $ TOU 
Reinvestment ratio _ 1.30 0.62 0.63 0.86 0.87 
Financial Indicators (per cent) 
Performance 
Return on average capital employed 2.6 3.4 3.0 2.4 Sia 
Cash flow return on average capital employed 9.2 14-3 3 10.7 dte7. 11.9 
Return on average shareholder’s equity 3.0 4.7 Be5 2k5 BZ 
Leverage 
Interest coverage (times) 2.4 a 2.6 2.8 2.9 
Debt plus redeemable preferred 
shares to capital 35.0 Boat 37.4 41.8 29.6 
Cash flow to debt plus redeemable 
preferred shares 29.1 Ab) Be Ro 33.8 48.0 
Notes: 
. Financial and operating results are included from 2. Certain reclassifications have been made to the 
October 1, 1985 for the operations of the assets figures previously reported to reflect subsequent 
acquired from Gulf Canada Limited except for the changes in reporting presentation. 
Edmonton refinery, and April 1, 1986 for the oper- 3. Long-term debt includes current maturities. 
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Petro-Canada 


FIVE YEAR OPERATING SUMMARY 


1988 1987 = 1986 1985 1984 
Oil and Gas Landholdings (gross/net) 
(millions of hectares) 
Canadian provinces 
Alberta — Oil and natural gas rights 2211.0 EWA WA eT 2.6/1.2 3.0/1.4 
— Oil sands rights 1.0/0.3 1.0/0.4 1.1/0.4 1.0/0.4 0.9/0.3 
British Columbia 0.9/0.5 0.9/0.5 1.1/0.6 1.4/0.7 eS Oey, 
Saskatchewan 0.3/0.2 0.2/0.1 0.2/0.2 0.2/0.1 0.2/0.1 
Other provinces 0.1/0.1 0.1/0.1 0.1/0.1 0.2/0.1 0.3/0.2 
4.5/2.1 4.4/2.2 4.8/2.4 5.4/2.5 SH 2an 
Frontier Canada 6.5/4.7 8.0/5.4 14.2/8.0 33.2/16.5 41.6/20.5 
International 3.9/1.5 1.3/0.7 222/035 3.4/1.1 2.8/0.4 
Total 14.9/8.3 13.7/8.3 20.2/10.9 42.0/20.1 50.1/23.6 
Wells Drilled (gross/net) 
Canadian provinces — exploratory wells 
Oil 20/14 20/11 21/13 42/30 65/45 
Gas 35/26 10/6 34/15 50/27 25/11 
Dry 33/22 35/25 42/24 75/53 74l47 
88/62 65/42 97/52 167/110 164/103 
Canadian provinces — development wells 
Oil 176/91 199/74 283/51 482/169 344/134 
Gas 90/39 45/27 32/10 47/26 16/6 
Oil sands 266/133 75/38 4/2 -|- 193/96 
Dry 15/7 20/13 14/7 48/21 24/10 
547/270 339/152 333/70 577/216 577/246 
Frontier Canada and international 
- exploratory and development wells 
Oil 3/2 3/1 9/2 16/4 9/2 
Gas 1/0 -|- 9/3 10/4 9/2 
Dry 8/2 6/2 19/6 26/7 25/8 
12/4 9/3 S77 52/15 43/12 
Total 647/336 413/197 467/133 796/341 784/361 
Proven Reserves 
(net, before royalties/after royalties) 
Natural gas (billions of m3) 97.9/79.3 96.9/78.2 96.7/77.3 98.8/77.9 120.4/100.4 
Sulphur (millions of tonnes) 5.7/4.8 5.4/4.6 5.2/4.4 5.5/4.6 4.8/4.0 
Crude oil and natural gas liquids 
(millions of m) 
Conventional crude oil 39.4/31.9 37.2/29.5 38.9/30.1 41.3/30.4 48.1/34.3 
Synthetic crude oil 40.9/34.7 39.7/33.8 39.2/33.3 39.1/33.2 25.4/21.6 
Bitumen 4.8/4.6 4.9/4.6 4.9/4.6 4.5/4.3 1.1/1.0 
Natural gas liquids 7.4/5.9 7.2/5.4 7.1/5.3 7 alan 6.4/4.7 
Total 92.5/77.1 89.0/73.3 90.1/73.3 92.4/73.4 81.0/61.6 
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. Certain reclassifications have been made to the 


. Operating results are included from October 1, 


1988 1987 1986 1985 1984 

Daily Production 
(net, before royalties/after royalties) 
Natural gas (millions of m’*) sled slates! 12.3/9.9 10.2/8.2 11.6/9.1 10.8/9.0 
Sulphur (thousands of tonnes) 1.0/0.8 1.0/0.8 0.9/0.8 0.9/0.8 1.4/1.2 
Crude oil and field natural gas 

liquids (thousands of m’*) 

Conventional crude oil 10.0/8.1 10.1/8.1 10.1/8.0 10.1/7.7 10.7/7.8 

Synthetic crude oil 4.1/4.0 3.7/3.6 3.5/3.4 a5/aad 2.3/2: 

Bitumen 0.5/0.5 0.5/0.5 0.6/0.6 0.2/0.2 —|- 

Field natural gas liquids 2211.6 2.1/1.6 2.4) 105 1.8/1.3 15) 2,4 
Total 16.7/14.2 16.4/13.8 16.3/13.5 15.6/12.3 14.5/11.0 
Natural gas liquids production from 

straddle plants including ethane 

(thousands of m’) 6.4 6.3 6.5 5.7 6.3 
Average sales prices 

Crude oil and field natural 

gas liquids ($ per m’) 102 140 115 227 213 

Natural gas 

($ per thousand m’) 57 57 75 87 88 
Marketing 
Retail outlets at year end 3 429 3 677 3 844 3 965 2 485 
Petroleum product sales 

(thousands of m?* per day) 

Gasolines 19.4 20.3 20.3 16.3 13.9 

Distillates 16.1 LGH7, 16.2 re 9.6 

Heavy fuel oil 2.6 ras 2.4 2.6 2.4 

Other including petrochemicals 57 6.1 5vG 4.4 3.9 
Total 43.8 45.6 44.4 Sora 29.8 
Refining 
Refinery crude capacity at year end 

(thousands of m® per day) 60.6 64.0 64.0 46.2 81.6 
Crude oil processed by Petro-Canada 

(thousands of m? per day) 48.5 48.4 47.2 34.2 27.6 
Average refinery utilization (per cent) 

(Note 3) Hida 76 74 78 86 
Employees 

Number at year end 7 373 7 204 7 740 9 747 6 798 


Notes: 


figures previously reported to reflect subsequent 
changes in reporting presentations. ae 


1985 for the operations of the assets acquired from 
Gulf Canada Limited except for the Edmonton 


refinery, and from April 1, 1986 for the operations 
of the Edmonton refinery. 
Average refinery utilization takes into account, 
where applicable, changes in refinery crude 
capacity that occurred during the year. 
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Growth and higher 
profitability are our goals 


TRO-CANADA 


Corporate Profile 


Petro-Canada is Canada’s national 
petroleum corporation. Formed by 
an Act of Parliament in 1975, it is 
wholly owned by the Government 
of Canada. Operations began in 
January 1976. In February 1990, the 
Government announced its intention 
to privatize the Corporation. 

Petro-Canada operates in a com- 
mercial fashion, competing in 
today’s oil and gas industry on the 
same basis as other integrated energy 
companies. It is the largest Canadian- 
owned oil and gas company, with 
assets of almost $7 billion and revenue 
of $5 billion in 1989. 

Petro-Canada has 6 468 employees, 
organized into two operating divisions 
along with a small corporate staff. 
Petro-Canada Resources, the 
‘““upstream’’ business, explores for, 
produces and markets crude oil, 
natural gas and natural gas liquids. 
The ‘‘downstream” business, 
Petro-Canada Products, refines crude 
oil, distributes and markets petroleum 
products and offers customers related 
goods and services. 
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March 23, 1990 


The Honourable 

Jaere ppp es Gaal ibe 

Minister 

Energy, Mines and 
Resources Canada 

House of Commons 

Ottawa, Ontario 


Dear Minister: 


On behalf of the Board of Directors, 

I am pleased to present Petro-Canada’s 
Annual Report for the fiscal year 
ended December 31, 1989. 

In accordance with the provisions 
of the Financial Administration Act, _ 
the Report includes the consolidated 
financial statements together with 
the auditors’ report thereon. 


Yours sincerely, 


Vid 


W.H. Hopper 
Chairman of the Board 


and Chief Executive Officer 


This Annual Report constitutes man- 
agement’s discussion and analysis 

of Petro-Canada’s financial condition 
and results of operations. It includes 
a detailed review of the far-reaching 
changes the Corporation is making 

to improve its competitive position. 
This year’s graphic approach deliber- 
ately emphasizes the accountability 
for, and the expectations arising from, 
the initiatives that are underway. 


Shares of Petro-Canada will be 
offered to the Canadian public 


On February 20, 1990, the Minister of Finance, the Honourable 
Michael Wilson, indicated in his budget speech that the Government 
of Canada would proceed with the privatization of Petro-Canada. 


On the following day, the Honourable John McDermid, Minister of State 
for Privatization, announced in the House of Commons that, once 
necessary legislative and regulatory steps have been taken, the Board 
of Directors of Petro-Canada will be asked initially to offer a treasury 
issue of about 15 per cent of the Company. 


Other details of the announcement were as follows: 


¢ Legislation will allow for the sale of all Petro-Canada shares. They will 
be offered in a manner that ensures broad participation in the owner- 
ship of the Company. 


¢ The Board of Directors of Petro-Canada will develop an employee share 
ownership program as part of the initial offering. 


¢ Individual ownership will be limited to 10 per cent and foreign owner- 
ship to 25 per cent of the publicly held shares of Petro-Canada. 


* The Minister of State for Privatization will retain the Government's 
holdings and manage them as an investment. The Government's over- 
riding principle will be that Petro-Canada Operate as a private-sector 
company with an arms-length relationship with the Government. 


¢ Petro-Canada’s headquarters will remain in Calgary. The Company will 
continue to adhere to the Employment Equity Act and existing internal 
policies governing salaries, pensions, benefits, official languages and 
relationships with the unionized workforce. 
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Highlights 


Financial 1989 1988 
Net earnings (loss) after extraordinary item and dividends 

on redeemable preferred shares (millions of dollars) 31 (43) 
Working capital provided from operations (millions of dollars) 569 624 
Expenditures on property, plant and equipment and 

exploration (millions of dollars) 567 799 
Cash flow return on capital employed (per cent) 11.0 hi.W 
Return on capital employed (per cent) Be III 
Return on equity (per cent) 3.1 (0.8) 
Average capital employed (millions of dollars) 5 965 5 969 
Shareholder’s equity (millions of dollars) 2 758 DY Y2T 
Operating 1989 1988 
Crude oil and field natural gas liquids daily production, 

net before royalties (thousands of barrels) 100 105 
Natural gas daily production, net before royalties 

(millions of cubic feet) 571 488 
Crude oil processed per day (thousands of cubic metres) 46.5 48.5 
Petroleum products sales per day (thousands of cubic metres) 44.4 43.8 


Units of measurement 


To conform with common usage, imperial units of measurement are used in this report to 
describe exploration and production while metric units are used for refining and marketing. 


Dollars are Canadian unless otherwise stated. 


| barrel = 0.159 cubic metre 1 cubicmetre = 
| cubic foot 1 cubic metre 

(natural gas) = 0.028 cubic metre (natural gas) = 
l imperial gallon = 4.55 litres | litre = 
[eaere = 0.405 hectare | hectare = 
I ton (long) = 1.016 tonnes 1 tonne = 
1 mile = 1.609 kilometres | kilometre = 


6.29 barrels 


35.31 cubic feet 

0.22 imperial gallon 
2.47 acres 
0.984 ton (long) 
0.62 mile 


Chairman's Message 


This was a year of change for Petro-Canada. We have taken decisive steps, 


moving the Corporation onto a new path that will raise financial performance 


over time to the level of industry leaders. 


Chairman and Chief Executive Officer 
Bill Hopper 


Petro-Canada did not do well financially in 1989, even though earnings were up. 
Net earnings were $31 million, after an extraordinary charge of $54 million; this 
was $74 million above the previous year’s loss of $43 million. Working capital 
provided from operations of $569 million was down 9 per cent from 1988. Crude 
oil production slipped in 1989 although, in contrast, natural gas volumes hit a new 
high, increasing by 17 per cent. Sales of refined petroleum products were up slightly 
compared to a year earlier. 

During 1989, the Corporation changed from the full cost to the successful efforts 
method of accounting for upstream operations. Successful efforts is a more conser- 
vative accounting approach, which we believe more appropriately reflects the 
maturity of Petro-Canada’s upstream operations. Comparing Petro-Canada’s 
financial statements to those of major competitors is now easier. 

It is five years since the federal energy minister instructed Petro-Canada to 
operate in a private-sector fashion. Accordingly, the Corporation ceased its policy- 
driven activities and only followed commercial objectives and strategies. These 
were oriented in part to realizing the potential of several frontier and oil sands 
interests, the results of successful investments during earlier years. While these 
interests provide Petro-Canada with excellent prospects for earnings and growth, 
they also weight the Corporation’s asset portfolio disproportionately toward the 
long term without contributing immediate cash flow or earnings. Since the mid 
1980s, low and uncertain oil prices have reduced upstream cash flow and delayed 
major project construction. Combined with lower than anticipated downstream 
returns, these factors have left Petro-Canada with a short- to medium-term perfor- 
mance gap that management has deemed unacceptable. 

Consequently, a major overhaul of Petro-Canada is underway. Although operat- 
ing strategies remain broadly consistent, we are radically altering the Corporation’s 
cost structure, asset balance, operating practices and organization. The objective is 
to build a profitable bridge to the future, since we recognize that business conditions 
are likely to remain far different from the more buoyant ones under which past 
investments were made. 

This report begins with a discussion in the Feature Article of Petro-Canada’s 
strategic response to a range of external and internal business challenges. It points 
out that while Petro-Canada’s challenges are not unique, they are more acute than 
those facing its major competitors. The divisional reports and the Financial Review 
cover specific actions undertaken or planned and their implications. These include 
reducing costs, tightening capital spending criteria, selling assets, and pursuing 
appropriate new business opportunities within the petroleum sector. 

The far-reaching changes to the Corporation and its operations resulted in an extra- 
ordinary 1989 charge of $54 million after tax. Implementation of the various change 
programs will continue throughout much of 1990. It is anticipated that the benefits 
from these programs will begin to influence key financial indicators by year-end 1990. 


We will be judged 
by our performance 


A significant achievement in 1989 was the reduction in overhead; additional cost 
control efforts are continuing in 1990. The total staff complement was reduced by 
905 to 6 468 at year-end 1989, far below the high for the Corporation of 9 747 in 
1985. Much of our organization has been re-aligned to enhance its ability to operate 
the restructured businesses. New organizational groupings have been established to 
develop, implement and be accountable for business strategies in specific areas. 

In diversifying its asset base, the Corporation pursued initiatives that were 
attractive for their strategic fit. Most prominent were the recent agreements to 
acquire the ICG propane business and build an MTBE manufacturing facility. 

Many of Petro-Canada’s existing strategies were refocused during 1989 to sup- 
port the Corporation's drive for higher profitability and growth. In the upstream, 
we are Striving to expand the natural gas business, optimize Western Canada oil 
operations, and add crude oil reserves and production from new sources in the 
Canadian frontiers and internationally. In the downstream, more is being done to 
focus operations on the customer, improve revenue generation from existing assets, 
increase the efficiency of refineries and build a stronger lubricants business. 

Petro-Canada endeavours to manage its financial affairs conservatively. We 
welcome the February 1990 announcement by the Government of Canada to offer 
the shares of Petro-Canada to the Canadian public. Preparations are underway 
within the Corporation to launch the initial offering. This new equity will give 
Petro-Canada additional financial strength and the flexibility to finance its growth, 
particularly in energy development projects, without an imprudent increase in debt. 

Iam certain that 1990 will be a turning point in the Corporation’s history. By 
the early 1990s, Petro-Canada’s financial results will reveal the full benefits of the 
developments that have been initiated. 

During the past year, changes in personnel and reporting relationships left many 
people in Petro-Canada with extra workloads. Others left the Company as a result 
of downsizing efforts. We recognize the contributions that all have made. We are 
also gratified that the Minister of State for Privatization, in his February 21 speech 
to the House of Commons, acknowledged the valuable role of employees in the 
unfolding of Petro-Canada’s bright future. 


Vij 


W.H. Hopper 
Chairman of the Board 
and Chief Executive Officer 


March 23, 1990 


oN Making a new path 
for the 1990s 


Over the last 16 years, oil and gas companies in Canada have seen unparalleled 


change in factors affecting their operations. Petro-Canada has weathered more 


change than most, and has lagged its competitors in financial performance. 


President and Chief Operating Officer 
Ed Lakusta 


The challenge it is now assuming is to become an industry 
leader in the 1990s. 


This article discusses the changes that have influenced the petroleum industry in 
Canada and Petro-Canada’s response to these new conditions. 


Oil and gas prices have been unpredictable 

Perhaps the most important single factor underlying the current restructuring of the 
oil and gas industry is the price of oil. The fluctuations over the last 16 years would 
be hard to match in any other Canadian industry dependent on one commodity 
and its price performance. 

After being low and reasonably stable for years, oil prices rose so rapidly in the 
1970s that it was widely believed they would continue to increase indefinitely. 
This was not to be the case. Most observers now believe the industry faces a new 
business reality, with oil prices continuing to fluctuate over the long term. 

Developments in the price of natural gas have been similar. Gas prices have 
eroded considerably in recent years, to the point where they are well below 
replacement costs from exploration. 

Lower gas prices have been caused by the decline in crude prices and the 
deregulation of the North American natural gas industry at a time of surplus 
supplies. However, the price outlook for gas is brighter than for oil. Prices are 
expected to rise as excess supplies are absorbed and as demand increases. Gas 
is also viewed as an environmentally superior fuel to oil. Nonetheless, it will be 
some time before natural gas prices approach the levels of the early 1980s. 


Energy policy has shifted markedly 

There have been dramatic changes in Canadian energy policy as well. Prior to the 
mid 1980s, the Canadian energy industry was highly regulated. ‘“Made in Canada”’ 
oil and natural gas prices were determined by negotiations between the federal 
government and the producing provinces. The National Energy Program of 1980 
imposed additional taxes and levies, encouraged exploration in areas which would 
otherwise have been uneconomic, and stringently controlled exports. 

In the mid 1980s, the signing of the Western Accord and the Natural Gas Pricing 
and Marketing Agreement began a new trend of deregulation that has been 
welcomed by the industry. Oil and natural gas prices in Canada are now largely 
driven by supply and demand. Increasingly, the location of exploration activity 
and selection of markets is determined by private-sector economics. The 1989 Free 
Trade Agreement reinforces these developments. 


Canadian crude oil price 
(Average wellhead price) 


1989 Cdn $ per barrel 


50 


Source: based on Canadian Petroleum Association 


Statistical Handbook, 1989 data estimated 


Canadian natural gas price 
(Average plant gate) 


1989 Cdn $ per thousand cubic feet 
5 


Source: based on Canadian Petroleum Association 


Statistical Handbook, 1989 data estimated 


Canadian refined petroleum products sales 


Millions of cubic metres 
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Source: Statistics Canada CANSIM Database, 
1989 data estimated 
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Supply and demand movements have reshaped industry 
There is an increasing consensus that the Western Canada Sedimentary Basin has 
matured as a source for conventional light crude. Many producing fields are in 
decline and new fields are expected to be smaller and involve higher finding costs. 
Operating costs are rising because of the growing need to apply expensive recovery 
schemes to depleting reservoirs. As a result of these factors, Western Canadian 
conventional light crudes are satisfying a decreasing portion of Canadian demand. 
In the downstream, the Canadian demand for refined petroleum products 
shrank by about 24 per cent between 1979 and 1985, and still remains about 16 per 
cent below the peak level of the late 1970s. There have also been significant changes 
in the demand mix in favour of lighter, higher octane and cleaner products. 
Demand shifts have resulted in surplus and inappropriate refining capacity, 
forcing refiners to rebalance their crude slates and reconfigure their refineries. In 
addition, marketers have had to rationalize older, established retail and wholesale 
networks and update facilities and products. The growth of regional independent 
marketers has intensified competition. This situation has depressed downstream 
returns throughout much of the 1980s. 


The environment is a critical challenge 

Growing public and government concern has produced exceptionally rapid growth 
in the priority given to environmental protection. In the early years of the decade, 
environmental regulation focused around new project approval in the upstream. 
More recently the context has become broader and the entire industry has come 
under scrutiny. Attention has been directed with particular intensity to refinery 
effluents, tank leakages, and carbon dioxide and lead emissions. 

The economic impact of recent trends is that the cost of remaining in business is 
growing as environmentally related capital expenditures become increasingly signif- 
icant. These expenditures could reduce profits in the medium term but will provide 
competitive advantage to those companies that have paid ongoing attention to envi- 
ronmental concerns and can respond quickly and effectively to the challenge. 


Industry performance has been discouraging 

The Canadian oil and gas industry has been hurt by the many changes it has faced. 
While the petroleum industry in Canada typically earned higher returns than other 
non-financial industries in the 1970s, the reverse has been true since the early 1980s. 


Petro-Canada’s results have been unsatisfactory 

Petro-Canada has had to deal with the same, changing business conditions that 
have confronted the industry as a whole. However, two unique circumstances have 
also influenced the Corporation’s financial performance. Until 1984, Petro-Canada 
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*Average of national integrated competitors 
All data reflect successfull efforts accounting 


operated under a mandate that combined commercial goals with public policy 
objectives of the federal government. The Company’s focus was on making a 
contribution to national energy policy objectives, such as security of supply, rather 
than on profitability. Although Petro-Canada has operated as a commercial entity 
in recent years, the legacy of the earlier mandate continued to be reflected in the 
Corporation’s financial performance indicators. 

Petro-Canada is also unique because it grew rapidly through acquisitions in 
both the upstream and downstream segments of the industry, and in an era of high 
energy prices and industry optimism. Such growth led to a high-cost asset base 
relative to its major competitors, and considerable effort and expense integrating 
the operations, systems and cultures of the various predecessor companies. 

As a result of these factors, Petro-Canada has not performed well relative to its 
competitors. In the last several years, earnings have been squeezed by declining 
revenues and rising operating and overhead costs. 


Petro-Canada’s response is far reaching 

Petro-Canada recognizes that, to be a leader in the Canadian oil and gas industry, 

it has to gain control of its future. The Corporation must position itself to withstand 
sustained periods of low crude prices and take advantage of opportunities in more 
buoyant periods. 


A new vision 

Petro-Canada began preparations for the 1990s with the development of a new 

vision which sets the fundamental objectives for the Corporation. The emphasis is 

clearly on profitability and future growth, that is, the creation of shareholder value. 
Recognizing that a ‘‘business as usual’’ operating mode could not lead to 

progress toward the vision, management initiated a number of important change 

programs in 1989. 


Strategies have been adjusted 

Petro-Canada began, and largely completed, comprehensive strategic reviews of its 
entire upstream and downstream businesses. The reviews involved the reconfirma- 
tion or adaptation of earlier strategies to recognize changed business conditions and 
support the vision. These strategies are discussed in detail in the Products and 
Resources chapters of this report. Concepts underlying this rethinking included a 
reduced reliance on upswings in crude prices to produce healthy returns and more 
concentrated core operations in areas of sustainable competitive advantage. 


Asset rationalization has begun 

Both strategic reviews have emphasized the identification of underperforming 
and low-potential assets so that the Corporation can rationalize its asset base. 
Significant divestitures are planned over the next several years, with over half 
from the upstream. Close to $120 million of sales have already been concluded. 


The Vision Asset divestitures will lead to a short-term loss of associated margins. However, 
‘As Canada’s petroleum energy company, 
Petro-Canada is a dynamic and profitable 
leader, diversified in those elements of more focused operations. Improved competitive position and enhanced financial 
the integrated petroleum industry which 
have high potential for profitability and 
future growth. We are a unique Canadian 
corporation and are commercially respon- 


the long-term benefits will be the correction of underperformance problems and 


performance will follow. 


sive to the expectations of Canadians Diversification is underway 

for leadership in products, services and Diversification is an increasingly important element of overall corporate strategy 
standards of operations. We operate : 4 : : : ; 
internationally to enhance the value of at Petro-Canada. Until recently, the Corporation operated primarily in the tradi- 


aoe ee Pore uor: tional components of the petroleum ‘‘value chain’’: oil and gas exploration and 


production, and oil refining and marketing. Participation in other components can 
contribute to higher profitability and growth through synergies with existing 
businesses and reduced exposure to business risks associated with oil prices. The 
Corporation is examining opportunities in several attractive subsectors of the 
petroleum industry. The recent agreements to acquire the ICG propane business 
and construct an MTBE plant, described elsewhere in this report, are examples 

of how Petro-Canada is approaching diversification. 


Cost reduction has been dramatic 
The Corporation has developed more cost-effective ways of managing existing 
businesses and support services. Changes include eliminating non-essential work 
and duplication, reducing organizational layers, broadening spans of control, 
streamlining management processes and decentralizing support services. With 
a 12 per cent reduction in staff, major realignments are underway in all parts of 
the organization and most are nearing completion. 

Administrative and operating costs will be down $170 million in 1990, or about 
9 per cent, from the levels that would have been reached in the absence of these 
changes. Additional cost reductions are planned in the future. The conversion 
to the successful efforts method of accounting in 1989 has assisted in sharpening 
exploration expenditure decisions by emphasizing their immediate effect on 
‘bottom line”’ results. 


Performance must improve 

Petro-Canada’s response to today’s business context is comprehensive and 
ambitious. It needs to be in order to realize the Corporation’s target of becoming 
a leading national competitor in the Canadian petroleum industry by 1994 or 
earlier. With the strategies and change programs in place at the end of 1989, 
Petro-Canada considers this target challenging, yet realistic. 


Resources Division 


The Resources division’s 1989 results were low, but significantly better 


than in 1988. Earnings of $80 million were up from a loss of $89 million, 


while working capital provided from operations was unchanged at $379 million. 


Resources President Jim Stanford 
(centre) with (left to right) Senior 
Vice-Presidents Jim Pantelidis (Resource 
Development and Production) and 

Peter Kaye (Exploration) 


The cash flow return on capital employed was 13.7 per cent 
and the return on capital employed was 3.1 per cent. Continued 
improvements are expected as a result of change programs 
initiated over the past year. 


The 1989 earnings improvement came from several factors. Higher crude prices, 
partially offset by lower production volumes, contributed $92 million to revenues. 
Prices, based on the West Texas Intermediate benchmark crude, averaged U.S. 
$19.45 per barrel, $3.49 higher than in 1988. Production of crude oil and natural gas 
liquids declined 4.6 per cent to 100 400 barrels per day. Near record production 
was reached at the Syncrude oil sands facility. 

Natural gas production reached an all-time high at 571 million cubic feet per 
day, up 17 per cent over the previous year. Lower natural gas prices limited the net 
benefit to $19 million. A three cent increase in the value of the Canadian over the 
U.S. dollar reduced revenues by $22 million. Gains on asset sales, countered by 
increased expenses, contributed $14 million to earnings. The remaining increase in 
pretax earnings of $155 million came from lower exploration expense and reduced 
depreciation, depletion and amortization charges. In 1988, carrying values of 
certain oil and gas assets were written down to fair market value under 


Financial 1989 1988 
Revenue (millions of dollars) 1 142 989 
Earnings (loss) (millions of dollars) 80 (89) 
Working capital provided from operations (millions of dollars) 379 379 
Expenditures on property, plant and equipment and exploration 
(millions of dollars) 334 611 

Average capital employed (millions of dollars) 2 601 2 610 
Cash flow return on capital employed (per cent) By 14.4 
Return on capital employed (per cent) 3.1 (3.4) 
Operating 1989 1988 


Crude oil and field natural gas liquids production, net before 
royalties (thousands of barrels per day) 


Conventional crude oil and field natural gas liquids 75 79 

Synthetic crude oil 25 26 

Total 100 105 
Natural gas production, net before royalties 

(millions of cubic feet per day) 571 488 
Proved reserves of crude oil and natural gas liquids, net before 

royalties (millions of barrels) 527 582 
Proved reserves of natural gas, net before royalties 

(billions of cubic feet) 3 340 3 474 
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Repositioning for 
higher profitability 


Resources profile 

On atypical day, Petro-Canada produces 
approximately 100 000 barrels of crude 
oil and field natural gas liquids, and 

571 million cubic feet of natural gas. The 
Corporation's straddle plants extract an 
additional 45 000 barrels of natural gas 
liquids, including ethane, from pipeline 
natural gas. Petro-Canada accounts for 
approximately 5 per cent of domestic oil 
and natural gas liquids production and 
close to 6 per cent of domestic natural 
gas production. The Corporation operates 
more than 70 oil and gas production 
facilities in Western Canada. 

At year-end 1989, Petro-Canada had 
proved reserves of crude oil and field 
natural gas liquids of 527 million barrels 
before royalties. Proved reserves of 
natural gas amounted to 3.3 trillion cubic 
feet before royalties. 

Petro-Canada also has significant 
probable and potential reserves off 
Canada’s East Coast and in the oil sands 
areas of Alberta. 

The Corporation holds interests in 
11 crude oil, natural gas liquids and 
refined products pipelines. 


He Gill 


Western Canada value centres 


Value centres 


British Columbia 

Northern Alberta 

Whitecourt 

West Pembina/ 
Alberta Foothills 

Conventional heavy oil 

Eastern Alberta/ 
Saskatchewan 
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Main oil reserves 
and production locations 


Boundary Lake 
Valhalla 
Utikuma 
Nipisi 

Swan Hills 
Brazeau 
Pembina 
Bellshill Lake 
Kinsella 
Wainwright 
Provost 
Cactus Lake 
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Main natural gas reserves 
and production locations 


Yoyo 

Clarke Lake 
Laprise 
Grassy 
Jedney 
Kobes Creek 
Kaybob South 
Windfall 
Whitecourt 
Hanlan 
Brazeau 
Gilby 


' Cow Lake 


Ricinus 
Alderson 
Medicine Hat 
Hatton 


Business conditions 


Crude oil prices 

« November 1989 OPEC accord increased 
daily production target to 22.1 million 
barrels 

« January 1990 actual production dropped 
to within 1 million barrels of the target 

« January prices rose to U.S. $23.70(WTI), 
up $4.45 since the accord 

* Petro-Canada expects continuing 
volatility with prices in 1990 averaging 
near 1989 levels 


Natural gas prices 

¢ average B.C. plant gate prices were much 
weaker than in 1988, averaging $1.36 per 
thousand cubic feet over the year and 
slipping to $1.28 by year end 

¢ average Alberta plant gate prices, 
$1.61 per thousand cubic feet, were 
slightly below very low 1988 levels; the 
last quarter 1989 price recovered to $1.70 

* export demand will grow, but the timing 
of price increases remains uncertain 


Canadian/U.S. dollar exchange 
rates 

¢ 1989 exchange rates averaged 
U.S. 84 cents, compared to 81 cents in 
1988 and 75 cents in 1987 

«early 1990 rates reached U.S. 87 cents, 
then dropped to 83 cents in February 

* rates will continue to be affected by fiscal 
and monetary policy and international 
financial markets 


the application of the ceiling test. In 1989, the influence of the ceiling test was 

less significant. The above factors generated an overall increase in pretax earnings 
of $258 million. After providing for associated income taxes, the increase in net 
earnings was $169 million. 

Proved reserves of natural gas slipped 4 per cent from 1988 to 3.3 trillion cubic 
feet and proved reserves of crude oil and natural gas liquids declined 9 per cent to 
527 million barrels. Part of this decline was attributed to the reclassification of 
reserves associated with the Wolf Lake in situ project as well as the impact of the 
asset disposition program. Some encouraging discoveries were made in natural gas. 
However, prospects for sizeable oil exploration successes in Western Canada are 
dwindling and production is declining rapidly at many conventional oilfields. 

Comprehensive changes were begun in 1989 to improve immediate financial 
results and medium-term prospects for the upstream business. The division altered 
its organization, particularly with respect to conventional operations in Western 
Canada, and initiated a process to improve the quality of its asset base. 


Changed approach to business 

To respond to the higher finding and operating costs that result from the maturity of 
the Western Canada Sedimentary Basin, the division has developed a new operat- 
ing framework. Future success will depend on increasing the efficiency of existing 
operations, while focusing new exploration and development capital on the most 
promising opportunities. To this end, the division has divided its Western Canada 
asset base into value centres. Properties that are not of strategic significance are 
candidates for divestiture and potential acquisition opportunities are being studied. 

The restructuring encourages a ‘‘small business’’ operating style with closer 
integration of exploration, development, production and marketing skills, and 
control of overhead costs and support functions. The organization is designed to 
ensure that every employee has a more direct involvement in creating shareholder 
value. Petro-Canada believes the value centres will establish the foundation for 
future growth and form a key element in improving performance from the existing 
asset base. 

Consistent with the new operating framework, the division has assigned 
selected senior explorationists to three stratigraphic exploration groups. The aim of 
these specialized groups is to establish exploration plays that can contribute 
profitably to an existing or new value centre. 

A program carefully designed to encourage continuous improvement in business 
performance was begun in 1989, and will be enhanced by the value centre 
organization. Already, individual employees are improving operating results 
through hundreds of small-scale changes, in areas from electrical power and 
chemical costs to compressor operating efficiency. 
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Proved 
reserves, 
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Natural gas reserves 
(billions of cubic feet) 


671 
488 
437 
411 
361 

Production, 
net before 
royalties 
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Natural gas production 


(millions of cubic feet per day) 
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469 
409 
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@ Direct 
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Natural gas sales 


(millions of cubic feet per day) 


Focusing the asset portfolio 

Petro-Canada is reducing its upstream asset portfolio to improve financial perfor- 
mance under current and anticipated business conditions. Having built up an 
excellent position in the country’s longer-term frontier and oil sands resources 

in its early years, Petro-Canada now has a large proportion of its upstream assets 
concentrated in high-cost sources of future supply. By the early 1990s, careful and 
selective programs of divestitures, swaps and acquisitions will lead to a more 
appropriate mix of short- and long-term sources of cash flow. 

The division is also concentrating ownership in fewer oil and gas properties 
in order to take advantage of operator or leading partner status. This positioning 
allows Petro-Canada to reduce administrative costs and be more effective in 
a deregulated business. 

Resources division asset divestitures reached $97 million in 1989. Approximately 
$85 million of these proceeds came from the sale of working interests in conven- 
tional Western Canadian producing properties that are, for the most part, operated 
by partners. By year end, Petro-Canada had sold its working interests in 19 proper- 
ties in Alberta and Saskatchewan, most of them related to oil, its interests in the 
small Cohasset and Panuke oilfields off the coast of Nova Scotia, and its seismic 
vessel, the Bernier. 

Asset restructuring in 1989 also took the form of swaps and selective acquisitions. 
In mid year, Petro-Canada concluded a swap with a partner involving minor 
working interests in a total of 34 Western Canada properties. Assets acquired 
during the year included additional working interests in the Clarke Lake gasfield in 
northeastern British Columbia and in the Casablanca oilfield offshore Spain. At 
Clarke Lake, the $15 million acquisition of 32 billion cubic feet of proved reserves 
enabled Petro-Canada to increase ownership of this strategically important field. 


Gaining strength in natural gas 

Petro-Canada’‘s natural gas strategy is based on the assumption that U.S. reserves 
will be insufficient to meet that country’s growing gas requirements, and that 
demand will increase as the environmental advantages of gas become more impor- 
tant. Consequently, the anticipated rise in demand and prices for Canadian gas 
make investments in reserve additions, transportation and marketing attractive. 

In 1989, natural gas exploration accounted for 76 per cent of total capital 
spending on Western Canada exploration. This percentage is expected to increase 
in 1990. During the year, exploration and development in Western Canada added 
29 billion cubic feet to the Corporation’s proved natural gas reserves. 

It was an exceptional year for natural gas marketing. Total sales reached a 
record level of 642 million cubic feet per day, up 17 per cent from 1988. This 
amount comprised shipper sales, and direct sales to internal and external end 
users. Sales rose in all three categories. Volumes sold directly to end users climbed 
59 per cent over 1988, to 110 million cubic feet per day. Customers included major 
gas distributors in Eastern Canada and the U.S. Northwest, Eastern Canada residen- 
tial and commercial markets and Alberta and B.C. industrial consumers. 
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During the year, Petro-Canada pursued an attractive opportunity to deliver its 


582 
eas a2 natural gas to southern California markets. The Corporation is a 16.7 per cent 
participant in the Altamont Gas Transportation Project, which proposes to con- 
struct in the mid 1990s a 30-inch, 700 million cubic feet per day pipeline from 
Wild Horse, Alberta, to Opal, Wyoming. Project sponsors estimate the total cost of 
the 620-mile pipeline to be U.S. $580 million. At year end, participants were 
86 87 88 89 
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Ce awaiting key decisions from California regulators and had completed and filed an 
Banas, 
net before 
royalties 


environmental report with U.S. federal regulators. In February 1990, Petro-Canada 


= concluded a transportation agreement for 120 million cubic feet per day with Kern 


: River Gas Transmission Company. Gas from British Columbia will be transported 
Crude oil and natural gas 


liquids reserves through Northwest Pipeline Corporation into the Kern River pipeline. 
(millions of barrels) : 4 
Expansion of the Petro-Canada-operated Brazeau sour gas plant in west-central 
Alberta was completed in December, on schedule and under budget, at a cost to the 
Corporation of $21 million. Petro-Canada’s interest in the expanded plant is 


36 per cent. The expansion has significantly boosted plant production of natural 


oe 102 103 uss 100 
gas liquids and sulphur. 
\ 
Optimizing Western Canada conventional oil operations 
Work was completed on the third phase of an infill drilling program at the 
Petro-Canada-operated Valhalla oilfield in northwestern Alberta. During 1989, 
ama the addition of nine producing and three injection wells increased production by 
haces 1 000 barrels per day. 
85 86 87 88 89 


A major infill drilling project was completed early in the year at the Petro- 


Crude oil and field natural | |Canada-operated Provost conventional heavy oilfield in east-central Alberta. With 

gas liquids production oe : : i F 

Exodeatie oF hance porto an additional 30 wells in operation, production climbed from 800 to 2 500 barrels 
per day. 


During the year, the Resources division began a five-year program to systematic- 
. ally review all non-producing wells in Western Canada. Some of these wells will 
\ J be returned to production, while others will be abandoned. Coordination with 
regulatory bodies will ensure that the Corporation’s techniques for abandonment 
and suspension meet new industry standards. 


Developing sources of crude oil for the future 
Petro-Canada continued in 1989 its quest for new sources of crude oil from the 
East Coast offshore, the Alberta oil sands and from international operations. 

The Corporation’s work on the Terra Nova offshore oilfield has been encouraging. 
Recent geological mapping and analysis of well test data led to a revision of the 
probable reserves estimate for the field from 132 to 300 million barrels. The 
Corporation is the operator and currently holds a 44 per cent interest in the Terra 
Nova consortium. At year end, Petro-Canada and its partners were finalizing 
reviews of reserves and production facility systems prior to deciding upon the 
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submission of a development application. The project, envisioned to cost in excess 
of $2 billion before production commences, is expected to produce 75 000 barrels 
per day. Under favourable circumstances, construction could begin prior 

to the mid 1990s. 

The Hibernia consortium, of which Petro-Canada is a 25 per cent participant, 
undertook further pre-development engineering for the 110 000 barrels per day 
project. The consortium re-examined the design of the topside production facilities, 
lowering pre-production cost estimates to $5.1 billion. Fiscal negotiations continued 
between the consortium and the federal and provincial governments. It is antici- 
pated that all agreements will be signed by the middle of 1990, with detailed 
engineering and construction to follow thereafter. 

In February 1990, the federal government announced its intention to withdraw 
financial support for the OSLO oil sands mining project, in which Petro-Canada 
holds a 15 per cent interest. The proposed $4.2-billion project would produce 
77 000 barrels per day of synthetic crude oil. Work on preliminary engineering 
design and cost estimates will be finished by July 1991. At that time, a decision will 
be made on whether to proceed with detailed engineering and construction. 

During 1989, the Syncrude oil sands project completed its first year of operations 
following the commissioning of additional capacity. Production was 148 000 bar- 
rels per day, of which Petro-Canada’s share was 17 per cent. A fire in December 
reduced total plant output to 116 OOO barrels per day for the month and held annual 
production slightly below last year’s record. Full production of 165 000 barrels per 
day should resume by the end of the first quarter, 1990. 

At the Wolf Lake in situ project an expansion was completed during 1989. 
However, the additional capacity was not brought on stream because of weak 
bitumen prices and the announced intention by the operator to sell its 50 per cent 
interest. 

Petro-Canada increased the scale of its international exploration program in 1989 
to pursue significant, though higher-risk, opportunities for large oil discoveries 
with relatively low finding and production costs. Fourteen per cent of its upstream 
capital expenditures supported exploration initiatives in South America, South East 
Asia and the Middle East. Petro-Canada reported oil discoveries at two wells in 
the Middle Magdalena Valley in Colombia, and in the Oriente region of Ecuador. 
One of the Colombian discoveries, in which Petro-Canada has a 50 per cent 
interest, is considered significant enough to merit immediate development. At 
the close of 1989, Petro-Canada added 1.7 million barrels of proved and 7.3 million 
barrels of probable oil reserves as a result of the Colombia and Ecuador successes 
and the increased working interest in the Casablanca field in Spain. 
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Diversification 


Petro-Canada pursued two major diversification initiatives in 1989: an agreement 
to acquire the retail propane business of Inter-City Gas Corporation and a 
decision to build a plant to make MTBE, an octane-boosting gasoline component. 


Both projects will extend Petro-Canada’s base businesses into related areas where 
the Corporation has not been well represented. In both cases, anticipated rates of 
return will raise overall profitability levels. The two projects will help stabilize 
Petro-Canada’s earnings because their profitability will be affected by different 
factors than those influencing core operations. 

The Corporation is in the process of acquiring the retail propane business of 
Inter-City Gas Corporation. The purchase, which was negotiated in 1989 at a price 
of $265 million plus an earnings adjustment, is expected to be concluded near the 
end of the first quarter of 1990. 

Petro-Canada will operate the new business as ICG Propane Inc., a wholly 
owned subsidiary of Petro-Canada Inc. To take advantage of its established value, 


(Left to right) Vice-Presidents Tom Simms the ICG brand and logo will be retained. The principal benefit of the acquisition 
(Integration) and Brant Sangster } : : 
icoinerate Development) will be a balanced presence in all segments of the propane business. 


Petro-Canada has a 50 per cent initial interest in the construction of Canada’s 
first MTBE plant. Methyl tertiary buty] ether (MTBE) is a high-value product that 
can be blended into gasoline to boost octane without the detrimental effects of lead. 
The Corporation’s joint venture partner is Neste Oy, the Finnish state oil company. 
The facility, with an estimated total construction cost of $350 million, will be 
located in Edmonton, Alberta, close to sources of the two major raw materials, 
butane and methanol. In addition to supplying the plant with butane, Petro-Canada 
can market up to half of the production. Following regulatory approvals, project 
construction will begin in the spring of 1990. 

To Petro-Canada, the project is an attractive diversification opportunity for 
several reasons. The profitability of an MTBE venture will be less subject to the 
crude oil price swings that affect the Corporation’s base businesses. Due to the 
ongoing weakness of the wholesale butane market, the project will help Petro- 
Canada earn greater value from its substantial butane production. Furthermore, 
the MTBE proposal addresses the powerful call for environmentally friendly fuels. 
Under the U.S./Canada Free Trade Agreement, there is growing export potential 
for MTBE, particularly in US. states that have strict environmental controls. 
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Products Division 


Results for the Products division in 1989 were below expectations. Earnings 


were essentially level at $104 million, producing a return on capital employed 


of 3.9 per cent. Cash flow return on capital employed was 8.8 per cent. During 


Products President Barry Stewart 

(front) with Senior Vice-Presidents 

(left to right) Ford Ralph (Central Region), 
Gaston Beauregard (Eastern Region) and 
Norm McIntyre (Western Region) 


the year, management began to implement far-reaching 
programs aimed at performance improvements. 


Total revenue of $4 442 million increased $197 million, or 4.6 per cent, from the 
previous year. Of this increase, $135 million was attributable to petroleum product 
revenues. Sales volumes, which were just over | per cent higher than 1988, were 
combined with price increases of 2 per cent. The remaining $62 million was 
primarily due to an increase in non-petroleum revenue from car washes, Certigard, 
and tires, batteries and accessories. 

Operating earnings were virtually unchanged at $339 million. Revenue increases 
were offset by crude costs that were up $135 million, or 6.5 per cent from the 
previous year, increased marketing expenses from the reidentification to 
‘““‘Maximum”’ products, and environmental expenses. Operating earnings per litre 
of sales remained virtually unchanged at 2.09 cents. 

Working capital provided from operations decreased to $237 million from 
$299 million due mainly to higher current income taxes allocated to the division. 

To some extent, the division’s weak performance can be attributed to industry- 
wide business fundamentals that remain far from optimal. Industry product demand 
rose about 4 per cent over the year, but it did so amidst persistent competition. In 
addition, major environmental initiatives placed high demands on capital and 
operating expenses. 

Not satisfied with the year’s financial results, management has embarked on a 
radical reworking of the way the division does business. The objective is a marked 
improvement in profitability levels, regardless of industry trends. 


Financial 1989 1988 
Revenue (millions of dollars) 4 442 4 245 
Earnings (millions of dollars) 104 102 
Working capital provided from operations (millions of dollars) 2357, 299 
Expenditures on property, plant and equipment 

(millions of dollars) 208 159 
Average capital employed (millions of dollars) 2 697 2 700 
Cash flow return on capital employed (per cent) 8.8 es 
Return on capital employed (per cent) 3.9 3.8 
Operating 1989 1988 
Petroleum products sales (thousands of cubic metres per day) 44.4 43.8 
Retail outlets at year end 3295 3 429 
Refinery crude capacity at year end (thousands of cubic metres per day) 54.2 60.6 
Crude oil processed by Petro-Canada (thousands of cubic metres per day) 46.5 48.5 
Average refinery utilization (per cent) 86 uh 
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Streamlining operations 
around customers 


Business conditions 


Refined products outlook 

* prices mainly influenced by crude costs, 
import prices for refined products and 
industry competition 

«a downturn in the economy will likely 
slow growth in product demand 


Competition 

* a merger has reduced Petro-Canada’s 
national, integrated competitors from 
three to two 

* competition continues from regional 
refiner/marketers and independent retailers 

* rising operating costs, increases in crude 
costs and pressure on prices are continu- 
ing to restrain margins 


Refining 

¢ surplus refinery capacity has been 
shrinking and efficiency improving due 
to rationalization, gradual increase in 
demand, environmental regulations and 
reconfigurations to meet new product 
requirements 


Environment 

¢ capital investments needed to meet 
environmental regulations are expected 
to increase 


Products profile 

Petro-Canada refines crude oil, markets a 
full range of petroleum products, includ- 
ing fuels and lubricants, and provides 
automotive maintenance products and 
services. 

The Corporation sells over 44 million 
litres of refined products each day and 
holds approximately 19 per cent of 
Canada’s retail gasoline market. Petro- 
Canada’s countrywide retail network has 
3 295 outlets. Industrial and commercial 
customers are served through 
35 terminals and 372 bulk plants. 

Petro-Canada operates four refineries, 
including a lubricants plant and a sec- 
ondary processing facility, in Quebec, 
Ontario, Alberta and British Columbia. 
With about 18 per cent of total Canadian 
refining capacity, these facilities process 
up to 46 500 cubic metres of crude oil 
per day. 


Reducing costs 

A major operating cost reduction program was launched in 1989, and will be fully 
implemented in 1990. Savings will be achieved through lower marketing expenses, 
facility rationalization, decreased Company control of retail facilities and increased 
franchising. In addition, corporate-wide cost cuts and the decentralization of 
support services will give the division better control of overhead expenses. Beyond 
these measures, the planned restructuring of assets will result in a streamlined, 


lower-cost organization. 


Restructuring assets 

During 1989, the division launched a strategic review to examine the performance, 
contribution and potential of all downstream components. The review will also 
address efficiency questions that continue to arise in relation to the diverse assets 
acquired from four predecessor companies. Those parts of the business that do not 
support the drive toward improved profitability will be divested. The resulting 
asset base, focused on more closely integrated refining, marketing and supply 
strengths, will result in lower levels of capital employed. Implementation of 
recommendations will follow the scheduled completion of the review in early 1990. 

Divestitures in 1989 amounted to $21 million, and included the Moose Jaw 
asphalt plant and the associated Stoney Beach pipeline. 

During 1989, Petro-Canada acquired a 49 per cent interest in Jiffy Lube Canada 
Inc., a chain of fast-lube franchises. The acquisition gave Petro-Canada an outlet for 
its lubricants and automotive accessories, and equity participation in the rapidly 
growing Canadian fast-lube market. 


Reorganizing around the customer 

Underlying the division’s improvement programs is the principle that profitability 
cannot be raised without satisfied customers. Early in the year, a task force 
completed its analysis of consumer reactions to Petro-Canada’s products and 
services. It found there was a strong opportunity to gain more secure product 
demand by returning to the basics - understanding customers and providing for 
their needs. 

A revised organizational structure and new operating philosophy have been 
developed and implemented. The division has been streamlined and decentralized, 
sharpening the focus on customers. Local managers now have greater accountabil- 
ity for profits and more control over their operations, such as in pricing and 
business development. 

Petro-Canada has been actively developing business associates at the field level 
since 1988 through the wholesale marketer program. To compete more effectively, 
wholesale operations are being transformed into locally operated businesses. 
Associates are trained in key areas of management and given increased authority 
and support. The program combines the best elements of small business and 
national, integrated operations to improve profitability and enhance the value 
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of the Petro-Canada brand. The Corporation retains ownership of facilities and 
inventories, providing the consistency, quality and reputation of a national brand. 
Associates use their knowledge of local markets and the flexibility and speed of 
local control to respond to specific customer desires. Twenty-seven wholesale 
marketer businesses had been established by year end. 


Increasing revenue from existing assets 

During 1989, Petro-Canada continued with the rollout of its Certigard vehicle 
maintenance and repair program. By December, there were 129 Certigard fran- 
chises at key retail sites across the country. Automotive repair revenues were 
up about 20 per cent on average over pre-franchise sales levels, and a random 
survey indicated high customer loyalty and good prospects for return business. 
The Certigard program provides the Corporation with a strong position in a 
growing market segment. 

Petro-Canada continues to upgrade its tunnel car wash network, the largest in 
the country with about one-third of the nation’s tunnel wash units and volume. 
With close to one-quarter of Canada’s urban retail gasoline demand associated 
with car washes, the division’s upgrading program is aimed at promoting higher 
gasoline sales and greater car wash revenue. 


Refining more efficiently 

Refinery utilization increased from 77 to 86 per cent, the result of stronger product 
demand, the sale of the Moose Jaw asphalt plant and, most significantly, the 
integration of refinery operations. The integrated Port Moody and Edmonton 
facilities have operated smoothly for well over a year. The former Trafalgar and 
Clarkson refineries have been brought under single management, and renamed the 
Oakville and Mississauga plants of the Lake Ontario refinery. Unfinished streams 
are transferred for secondary processing in the more efficient units at each plant, 
allowing a secondary unit at Oakville to be shut down. 

Petro-Canada continues to reduce production costs and improve the reliability of 
its refineries through capital projects and improved operating and maintenance 
procedures. Ongoing reinstrumentation and computerization projects are well 
advanced, with work completed at Edmonton and the first phases at Montreal and 
Lake Ontario Oakville scheduled for completion in 1990. 

Petro-Canada’s refineries are well configured to respond to the declining sup- 
plies of domestic light sweet crude and the worldwide trend to heavier feedstocks. 
The refineries have an above average ability to process heavy crude. As Canada’s 
leading supplier of asphalt, a heavy crude derivative, the Corporation stands to 
benefit from the widening spread between light and heavy crude prices. The Lake 
Ontario lubricants plant has the capability to turn even marginal crudes into high 
quality lubricating oils and greases. The Edmonton refinery, with units specially 
designed to process synthetic crude into high-quality transportation fuels, has been 
handling significant volumes of synthetic crude since 1982. As light sweet crude 
supplies decline, synthetic crude will become an increasingly attractive feedstock. 
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With the start-up of the new $37 million isomerization unit at the Lake Ontario 
refinery, Petro-Canada stopped producing leaded gasoline in Eastern and Central 
Canada at year end, Il months ahead of the legislated deadline. A similar $65 million 
unit under construction at the Edmonton refinery, on schedule and well under 
budget, will be operational mid-way through 1990. Petro-Canada will then cease 
production of leaded gasoline. 

In Montreal, a decommissioned refinery site has been restored for sale in 1990. 
Contaminated soil has been gathered to a restricted area, where research on an 
economic treatment process is being carried out with the approval of the Quebec 
Ministry of the Environment. 


Building a stronger lubricants business 

Petro-Canada continues to develop its lubricants business by capitalizing on 

the unique attributes of the HydroTreated (HT) base stocks produced at the Lake 
Ontario refinery. During 1987 and 1988, sales volumes were held back because 

of the effects of a fire at the manufacturing plant. In 1989, sales rose 38 per cent, 
with full capacity returned and with increased participation in the export market. 

The market for HT lubricants has been broadened through recent work on 
‘Super Compressor Fluids’’. Formulated from HT base oils and a patented anti- 
oxidant system developed at the Corporation’s Sheridan Park research facility, 
Super Compressor Fluids are superior to mineral oil compressor fluids and equal to 
the best synthetic products. Field trials have demonstrated that Super Compressor 
Fluids offer the user appreciable annual savings from longer service life, signifi- 
cantly reduced downtime for maintenance, and greatly reduced power 
consumption. 

A new product launched internationally in 1989 has already gained excellent 
market penetration because of its environmental performance. ‘‘Purity PDO 2201’ 
is a defoamer oil created through Petro-Canada’s HT process. Designed for use by 
kraft pulp and paper operations in meeting strict dioxin and furan control regula- 
tions, Purity PDO 220] is unmatched in environmental protection and overall 
performance by any other defoamer oil. Studies by the Pulp and Paper Research 
Institute of Canada have shown that most defoamer oils contain impurities that are 
changed during the bleaching process into carcinogenic dioxins and furans. Purity 
PDO 2201 contains no carcinogenic impurities above the minimum detectable level 
of one part per billion. 
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Committed to Canadians 


Petro-Canada has always understood that it is expected to deliver more than 


good financial results. Canadians believe that socially responsible behaviour 


should be second nature for their national petroleum corporation. 


(Left to right) Vice-Presidents 
Claude Houde (Corporate Services), 
Bob Foulkes (Public Affairs) and 
Bob McCaskill (General Counsel) 


In 1989, Petro-Canada developed anew 
advertising theme, ‘‘Committed to Cana- 
dians’’. Those words not only form the 
signature of each commercial, they also 
encapsulate Petro-Canada’s operating 
philosophy. The purpose of the campaign 
is to communicate more fully the Corpora- 
tion’s contribution to the country, 
strengthen its reputation for good corpo- 
rate citizenship and add value to the 
Petro-Canada brand. 


This expectation means greater challenges for employees as they conduct business, 
but it also provides ongoing opportunities to reinforce the Corporation’s position as 
a valued and respected member of the Canadian community. Petro-Canada takes 
corporate responsibility seriously, recognizing its fundamental contribution to 
financial success. 

During 1989, concern about the environment emerged as the leading public issue 
among Canadians. Petro-Canada was able to respond well to this priority. The 
Corporation emphasizes environmental protection through a specific environmen- 
tal policy, environmental audits, comprehensive oil spill and emergency response 
programs and other initiatives. It has also taken a leadership role with industry 
organizations, such as the Canadian Petroleum Association and the Canadian 
Petroleum Products Institute, in developing specific programs to assist the industry- 
at-large in improving its environmental performance. As well, a retail promotion in 
association with World Wildlife Fund Canada raised approximately $200 000 for 
the preservation of Canadian endangered species. 

A capital intensive initiative underway in 1989 was the removal of leaded 
gasoline from many markets, well ahead of government requirements. Other 
downstream expenditures on the environment totaled $37 million, and included 
a refinery waste water treatment plant, storage improvements at refineries and 
terminals, and the replacement of older underground tanks at retail locations. 
Investments for similar environmental enhancements will increase in 1990. 

In the upstream, community consultation is used to ensure local environmental 
concerns are taken into account. In an area adjacent to a major sour gas processing 
facility, Petro-Canada brought together community representatives, other compa- 
nies and government agencies to jointly sponsor a five-year study of the effect of 
sulphur on soils. 

Besides environmental initiatives, Petro-Canada supports many other activities 
that add to the fabric of the nation. Two of these had a high profile during 1989. 
The ‘‘Struggle for Democracy” television series and book, sponsored exclusively 
by Petro-Canada, was a sophisticated and timely look at a topic of widespread 
appeal. Since 1987, retail promotions have raised nearly $5 million for aspiring 
young athletes and coaches through the Olympic Torch Scholarship Fund. 
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Senior Vice-President Finance and 
Planning Wesley Twiss (second from left) 
with (left to right) Chris Smith (Controller), 
Brant Sangster (Vice-President, Corporate 
Development) and Harry Roberts 
(Treasurer) 


Financial Review 


Change in accounting policy and restatement of shareholder’s equity 
Effective January I, 1989, the Corporation retroactively adopted the successful 
efforts method of accounting for its investment in exploration and development 
activities. The Corporation had previously followed the full cost method of 
accounting. Under the successful efforts method, the costs of exploratory wells that 
are assigned proved reserves are capitalized, while most other exploration costs are 
charged to earnings as incurred. Under the full cost method, all costs relating to the 
exploration for oil and gas reserves are capitalized. Petro-Canada believes that the 
successful efforts method more appropriately reflects the mature nature of its oil 
and gas operations, which consist of relatively stable reserves and production with 
exploration focused mainly on oil and gas targets in conventional basins. 

The change in accounting method resulted in a reduction in property, plant 
and equipment and deferred income taxes of $1 859 million and $671 million 
respectively. Retained earnings were reduced by $1188 million to a deficit of 
$1 434 million at January 1, 1989. A contributed surplus of $1 434 million, created 
upon the surrender of common shares by the Government of Canada, has been 
offset against this deficit. 


Results of operations 

Petro-Canada’s 1989 revenues totaled $5.0 billion, up 4.5 per cent from the 
previous year. Earnings before extraordinary item and dividends on redeemable 
preferred shares increased sharply by $96 million to $85 million. 

An extraordinary charge of $54 million relating to the Corporation’s reorganiza- 
tion and staff reduction program lowered net earnings to $31 million. This program 
is expected to reduce ongoing overhead and operating expenses by approximately 
$170 million from the levels that would otherwise have been reached in 1990. In 


Summary of segmented results 


(stated in millions of dollars) 


1989 


Inter- 


Natural Refining and Corporate segment 


resources marketing and other eliminations Consolidated 

Segment revenue 1142 4 442 73 (640) 5 017 
Earnings (loss) before extraordinary 

item and dividends on redeemable 

preferred shares 80 104 (99) ~ 85 
Working capital provided 

from (used in) operations 379 2357, (47) ~ 569 
Capital and exploration expenditures 338 210 (39) - 509 
Capital employed 2551 2 810 582 - 5 943 

1988 
Inter- 
Natural Refining and Corporate segment 
resources marketing and other eliminations Consolidated 

Segment revenue 989 4245 83 (516) 4 801 
Earnings (loss) before extraordinary 

item and dividends on redeemable 

preferred shares (89) 102 (24) - (11) 
Working capital provided 

from (used in) operations 379 299 (54) - 624 
Capital and exploration expenditures 610 162 97 ~ 869 
Capital employed 2 650 2585 752 - 5 987 
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the previous year, the Corporation recorded a net loss of $43 million after an 
extraordinary write-down of $22 million in the carrying value of the investment in 
Sedpex Inc., and $10 million of dividends on preferred shares redeemed that year. 

The improvement in consolidated results came from the Resources division, 
where $103 million was generated mainly by higher oil prices and greater natural 
gas volumes, despite lower crude oil production and slightly lower natural gas 
prices. Substantially reduced exploration, depreciation, depletion and amortization 
charges contributed $155 million. The reduction in these charges was attributable to 
the 1988 write-down in the value of certain oil and gas properties under the 
Corporation’s successful efforts based ceiling test. Overall, pretax segment earnings 
were up by $258 million. On an after-tax basis, earnings from natural resource 
operations improved by $169 million to $80 million. 

Products division earnings of $104 million were essentially flat compared to 
1988. Gains of $197 million from higher sales volumes and prices of refined products 
were eroded by an increase in crude costs of $135 million and higher marketing 
expenses. The latter resulted primarily from reidentification to the ‘“Maximum”’ 
line of refined products. 

The loss from Corporate and other activities rose to $99 million from $24 million 
in 1988 due to higher interest expenses - mainly driven by higher interest rates and 
an increase in the average debt level - as well as higher unrealized intersegment 
profits in inventory and a reduction in foreign exchange gains. 

Cash flow return on capital employed, reflecting lower cash flow on a before- 
interest basis, was down from 11.7 per cent to 11.0 per cent. Return on capital 
employed moved from 1.1 per cent to 3.2 per cent, while return on equity was 
3.1 per cent, up from a negative 0.8 per cent in 1988. The latter two indicators 
reflect the turnaround in earnings. 


internally generated cash 

Working capital provided from operations, which eliminates the impact of explo- 
ration expenses and non-cash transactions on earnings, declined to $569 million 
from $624 million in 1988. This decline occurred in the Products division. Proceeds 
from asset sales net of deliveries of prepaid natural gas added $92 million to cash 
flow in 1989, compared to a decrease of $1 million in 1988. The higher 1989 amount, 
which reflects the initiation of the Corporation’s divestiture program, pushed 
internally generated cash from operations to $661 million, up from the 1988 level 

of $623 million. 


Summary of internally generated cash 


(stated in millions of dollars) 1989 1988 
Working capital provided from operations 569 624 

Proceeds from sale of assets net of advances on 
future natural gas deliveries / 92 (1) 
Internally generated cash from operations 661 623 
(Increase) decrease in operating working capital (185) 203 
476 826 
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Business conditions 


Economy 

* seven years of successive growth 

«slowdown in economic activity in last 
quarter of 1989 

«slowdown could weaken demand for 
refined products and natural gas in 1990 


Free Trade 

* agreement reinforces free flow of energy 
products between Canada and the United 
States 

¢ should have a generally positive impact 
through more open access to U.S. markets, 
especially for natural gas 


Federal Goods and Services Tax 

* targeted for implementation in 1991 

* could put upward pressure on inflation 
during transition period; should have 
positive effect thereafter 

* may result in some short-term slackening 
in domestic demand growth for refined 
products and natural gas 


Business conditions more specific 
to the Products and Resources divisions 
are discussed in those chapters. A 
general discussion is included in the 
Feature Article. 


Including the effects of the extraordinary item, operating working capital 
requirements rose by $185 million in 1989. This increase occurred primarily in the 
Products division where higher crude prices were reflected in the inventories of 
crude oil and refined products. Related but largely offsetting increases were also 
experienced in the Products division’s accounts receivable and accounts payable. 
The 1988 decrease in operating working capital of $203 million resulted mainly 
from the effect of lower crude oil prices on downstream inventories. The year-end 
investment in operating working capital - current assets less cash and short-term 
deposits, and accounts payable and accrued liabilities — stood at $688 million 
compared with $606 million at the end of 1988. 


Investment activities 

In 1989, expenditures on property, plant, equipment and exploration totaled 

$567 million, a 29 per cent decrease from 1988. The natural resources segment 
accounted for 59 per cent of the outlays, compared with 76 per cent in 1988. 
Refining, marketing and other expenditures accounted for 41 per cent in 1989 and 
24 per cent in 1988. The Corporation’s reinvestment ratio of 1.03 in 1989 and 1.30 in 
1988 reflects an aggressive expenditure program aimed at improving earnings and 
cash flow while strengthening Petro-Canada’s competitive position. 

The Resources division spent $334 million on exploration, development and oil 
sands, with a focus on Western Canada natural gas and international exploration. 
Expenditures for conventional activities in Western Canada were $99 million for 
exploration and $153 million for development. Spending in international areas was 
$59 million and in oil sands and frontier $32 million. In 1988, acquisitions of 
$101 million for natural gas production properties, combined with a number of 
promising development opportunities in Western Canada, pushed expenditures 
to $611 million. 

Refining, marketing and other expenditures on property, plant and equipment 
were up by $45 million in 1989 to $233 million as the Products division continued 
with its capital program to enhance operating efficiencies at refineries and meet 
legislated requirements for the phase-out of leaded gasolines. In addition, upgrading 
of wholesale and retail marketing sites, including the replacement of underground 
storage tanks, was continued. Downstream and other capital expenditures of 
$188 million in 1988 were largely directed to marketing network enhancements, 
refinery upgrades to meet octane requirements and the integration of the Edmonton 
and Port Moody refineries. 

In 1989, equity investments contributed net funds of $76 million through a 
$95 million partial repayment of advances by Petro-Canada Centre to Petro- 
Canada. Offsetting this inflow was a $16 million investment in shares of Westcoast 
Energy Inc. by way of dividend reinvestment and direct purchases. Investments in 
1988 of $52 million were primarily for Westcoast share purchases. These share 
purchases have enabled Petro-Canada to maintain a significant equity position in 
Westcoast, representing approximately 37 per cent of that company’s outstanding 
common stock. Increases in deferred charges in 1989 and 1988 of $18 million were 
largely due to additional pension funding. 
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Subject to business conditions, the Corporation anticipates that capital and 
exploration expenditures in 1990 will approach $1.2 billion, an increase of about 
$600 million over 1989. Of the increase, approximately $275 million will be related 
to the purchase of the Inter-City Gas Corporation’s propane assets and $120 million 
is for the MTBE project. The balance of the increase will be directed mainly to oil 
and natural gas activities, including offshore development. Sales of assets are 
expected to accelerate in 1990, with a planned realization in excess of $300 million 
in proceeds. A broad range of upstream and downstream assets is being considered. 
Divestitures are an essential component of funding for the 1990 capital and explo- 
ration expenditure program and will continue into 1991 and 1992 as the Corporation 
further rationalizes its asset base. 


Financing activities 

At the end of 1989, Petro-Canada’s combined short- and long-term debt level was 
$1948 million, a reduction of $62 million from the previous year. This decrease is 
comprised of a new long-term debt issue of $232 million offset by a reduction in 
short-term notes payable of $258 million and a favourable translation adjustment 
pertaining to U.S. dollar denominated long-term debt. Consequently, the short- 
term portion of combined debt dropped significantly from 48 per cent in 1988 

to 36 per cent at year end. New long-term debt consisted of a placement of 

U.S. $200 million, 30-year debentures with a coupon rate of 8.80 per cent which 
can be redeemed at the option of the holder in 2004. This financing was under- 
taken to reduce short-term notes payable and thereby lessen the Corporation’s 
exposure to fluctuations in short-term interest rates. In 1988, financing activities 
centred around the $883 million redemption of preferred shares. This redemption 
was financed by $361 million of long-term debt and additional short-term notes. 

During 1989, Petro-Canada Centre Finance Inc., 50 per cent owned by 
Petro-Canada, negotiated a private Canadian offering of $125 million, five-year 
debentures with a coupon rate of 10 per cent. This off balance sheet financing 
pertains to the Petro-Canada Centre head office complex in Calgary in which the 
Corporation holds a 50 per cent joint venture interest. Proceeds from the financing 
were used in part to repay $95 million due to Petro-Canada. As at December 31, 
1989, the Corporation has guaranteed $227 million of debt related to the facility, 
fully secured by a series of underlying debentures. In addition to the $125 million 
issued in 1989, this debt also comprises two $50 million private placements at 
8.92 per cent and 10.10 per cent maturing in 1993. 

The Corporation’s cash flow to debt ratio stood at 27.2 per cent at year end 
compared with 29.2 per cent in 1988. The year-over-year decrease stemmed from 
lower cash flows. Debt as a percentage of debt plus equity improved from 43.6 per 
cent to 42.2 per cent owing to the lower year-end debt level. Interest coverage 
(earnings basis) increased to 1.8 in 1989 from 1.0 in 1988 due to improved earnings, 
while weaker cash flows dropped the cash-based ratio from 4.9 to 3.9 times. 
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Financing policies and outlook 

Petro-Canada’s recent long-term debt issues have served to lengthen the average 
term to maturity of the Corporation’s long-term debt to approximately 15 years. 

To the extent that this capital finances long-term assets or a specific long-term 
commitment, the average term will be maintained or increased with a view to 
matching the average life of the Corporation’s assets. Short-term debt will continue 
to be used primarily for working capital and bridge financing purposes. In addition 
to meeting general corporate requirements, future long-term debt issues will be 
utilized to finance capital expenditures, refinance short-term debt and finance 
other corporate activities. 

As a major integrated oil and gas company, Petro-Canada generates direct 
revenues in both Canadian and U.S. dollars. Because crude oil and natural gas 
production is traditionally priced in U.S. dollars, significant revenues are affected 
by fluctuations in the value of the Canadian dollar against the U.S. dollar. In order 
to reduce currency exposure, the Corporation’s borrowing requirements are funded 
primarily in U.S. dollars, thereby providing a partial hedge against such fluctuations. 
The Corporation continually monitors its foreign currency requirements and main- 
tains a policy of review and application of hedging strategies to mitigate any risk of 
loss due to currency fluctuations. 

In January 1990, Petro-Canada placed a U.S. $300 million issue of 8.60 per cent 
debentures due in 2010. Overall debt levels are expected to increase by about 
$200 million in 1990, based upon Petro-Canada’s business outlook and planned 
investments and capital expenditures. As a Crown corporation, Petro-Canada has 
been able to finance as an agent of the Government of Canada and could take 
advantage of the highest credit rating (““AAA’’) for its debt instruments. In order to 
facilitate Petro-Canada’s timely access to the U.S. domestic market, the Corporation 
files annual shelf registrations with the Securities and Exchange Commission in 
Washington, D.C. As of February 1990, the Corporation had unused capacity 
of U.S. $400 million available on its shelf registration. 

On the basis that a signed agreement is in place by mid 1990 to proceed with the 
development of Hibernia, the Corporation should incur approximately $1 billion 
of estimated net pre-production expenditures over the 1990 to 1996 period. Signifi- 
cant expenditures would commence in 1991, amounting to about $105 million, with 
a further $200 million in 1992 and 1993. Government guaranteed project-related 
financing would cover approximately 40 per cent of pre-production development 
costs; the remainder would be funded by way of internally generated cash and 
general corporate financings. 

Added commitments in the 1990s, specifically for megaprojects, point to the 
need for additional financing requirements. In spite of risk sharing with govern- 
ments through direct government grants, guaranteed debt, interest assistance 
facilities and lender risk sharing on such projects, considerable risk will accrue to 
Petro-Canada as a participant. While megaprojects could be funded by special debt 
issues with repayments related to project cash flows, prudent management dictates 
the necessity of significant equity infusions to balance appropriately the Corpora- 
tion’s capital structure. 
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Glossary of 
Financial Ratio Terms 


Cash flow 

Working capital provided from operations (as disclosed in the financial statements) less 
dividends on redeemable preferred shares plus investment tax credits, exploration tax credits 
and changes in advances on future natural gas deliveries. 


Capital employed 
Total assets less current liabilities excluding short-term notes payable and the current portion 
of long-term debt. 


Debt 

Long-term debt including current portion of long-term debt, short-term notes payable, 
outstanding cheques less cash, advances on future natural gas deliveries and redeemable 
preferred shares valued at year-end Cdn./U.S. dollar exchange rates. 


Equity 
Shareholder’s equity adjusted for the valuation of redeemable preferred shares at year-end 
Cdn./U.S. dollar exchange rates. 


Cash flow to debt 
Cash flow divided by debt. 


Debt to debt plus equity 
Debt divided by debt plus year-end equity. 


Interest coverage 

Earnings basis: Earnings before interest expenses, provision for income taxes, extraordinary 
and unusual items and dividends on redeemable preferred shares divided by interest expense 
plus capitalized interest plus dividends on redeemable preferred shares multiplied by 1/I-tax 
rate. 


Cash flow basis: Working capital provided from operations before interest expenses and 
provision for current income taxes plus changes in advances on future natural gas deliveries 
divided by interest expense plus capitalized interest plus dividends on redeemable preferred 
shares multiplied by I/I-tax rate. 


Reinvestment ratio 
Expenditures on property, plant and equipment and exploration less Petroleum Incentive 
Program grants divided by cash flow. 


Cash flow return on capital employed 
Cash flow plus tax adjusted interest expense and dividends on redeemable preferred shares 
divided by average capital employed. 


Return on capital employed 
Earnings before extraordinary and unusual items and dividends on redeemable preferred 
shares plus tax adjusted interest expense, divided by average capital employed. 


Return on equity 


Earnings before extraordinary and unusual items and after dividends on redeemable 
preferred shares, divided by average equity. 
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Petro-Canada Management's Responsibility 
for the Financial Statements 


The financial statements have been prepared by management in accordance with generally accepted 
accounting principles appropriate in the circumstances. Management is responsible for the other informa- 
tion in the Annual Report, which is consistent, where applicable, with that contained in the financial 
statements. Management is also responsible for installing and maintaining a system of internal control to 
provide reasonable assurance that reliable financial information is produced. The Corporation has an 
internal audit department whose functions include reviewing the system of internal control to ensure that 
it is adequate and functioning properly. 

The Board of Directors is responsible for ensuring that management fulfills its responsibilities for 
financial reporting and internal control. The Board exercises its responsibilities through the Audit 
Committee of the Board, a majority of which is composed of directors who are not employees of the 
Corporation. The committee meets with management, the internal auditors and the external auditors to 
satisfy itself that responsibilities are properly discharged and to review the financial statements. 

The external auditors conduct an independent examination, in accordance with generally accepted 
auditing standards, and express their opinion on the financial statements. Their examination includes a 
review and evaluation of the Corporation’s system of internal control and appropriate tests and proce- 
dures to provide reasonable assurance that the financial statements are presented fairly. The external 
auditors have full and free access to the Audit Committee of the Board. 


Auditors’ Report 


To the Honourable Jake Epp, P.C., M.P. 
Minister, Energy, Mines and Resources Canada 
House of Commons, Ottawa, Ontario 


We have examined the consolidated balance sheets of Petro-Canada (incorporated by Special Act of the 
Parliament of Canada) as at December 31, 1989 and 1988 and the related consolidated statements of 
earnings, retained earnings and changes in financial position for the years then ended. Our examinations 
were made in accordance with generally accepted auditing standards, and accordingly included such 
tests and other procedures as we considered necessary in the circumstances. 

In our opinion, these consolidated financial statements present fairly the financial position of the 
Corporation as at December 31, 1989 and 1988 and the results of its operations and the changes in its 
financial position for the years then ended in accordance with generally accepted accounting principles 
applied, after giving retroactive effect to the change in the method of accounting for oil and gas 
exploration, development and production activities as explained in Note 2 to the consolidated financial 
statements, on a consistent basis. 

Further, we have examined the transactions of the Corporation and its consolidated wholly owned 
subsidiaries that came to our notice in the course of the above mentioned examinations, to determine 
whether they were in accordance with Part X of the Financial Administration Act, the regulations, the 
charter and by-laws of the Corporation and its consolidated wholly owned subsidiaries and any directives 
given to the Corporation pursuant to the Act. Our examinations of these transactions were made in 
accordance with generally accepted auditing standards, and accordingly included such tests and other 
procedures as we considered necessary in the circumstances. In our opinion, these transactions were, in 
all significant respects, in compliance with the authorities specified. 


Ws wp MBB, PACS 


Calgary, Alberta Chartered Accountants 
February 22, 1990 
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Petro-Canada Consolidated Statement 
of Earnings 


For the year ended December 31, 1989 
(stated in millions of dollars) 


1989 1988 
(Restated) 
(Note 2) 
Revenue 
Operating $ 4 852 4 669 
Investment and other income 165 132 
5 017 4 801 
Expenses 
Crude oil and product purchases 1 977 1 939 
Marketing, general and administrative 972 891 
Producing and refining 814 TU 
Exploration 98 114 
Depreciation, depletion and amortization 401 536 
Federal sales and other taxes 384 383 
Interest on long-term debt 101 fel 
Other interest 101 60 
4 848 ATT 
Earnings before Undernoted Items 169 30 
Provision for Income Taxes (Note 3) 
Current 47 52 
Deferred 37 (11) 
84 4) 
Earnings (Loss) before Extraordinary Item and 
Dividends on Redeemable Preferred Shares 85 (11) 
Extraordinary Item (Note 4) 54 2?) 
Net Earnings (Loss) before Dividends on 
Redeemable Preferred Shares 31 (33) 
Dividends on Redeemable Preferred Shares (Note 5) - 10 
Net Earnings (Loss) after Dividends on 
Redeemable Preferred Shares $ 31 (43) 
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Petro-Canada Consolidated Statement 
of Retained Earnings 


For the year ended December 31, 1989 
(stated in millions of dollars) 


1989 1988 

(Restated) 

(Note 2) 

Retained Earnings (Deficit) at Beginning of Year $ (1 434) $ (1 340) 

Transfer from contributed surplus (Note 14) 1 434 - 

Net earnings (loss) before dividends on 

redeemable preferred shares 31 (33) 

Dividends on redeemable preferred shares - (10) 
Exchange adjustment on redemption of 

redeemable preferred shares - (51) 

Retained Earnings (Deficit) at End of Year $ 31 $ (1 434) 
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Petro-Canada Consolidated Statement of 
Changes in Financial Position 


For the year ended December 31, 1989 
(stated in millions of dollars) 


1989 1988 
(Restated) 
(Note 2) 
Internally Generated Cash 
Working capital provided from operations (Note 6) $ 569 $ 624 
Proceeds from sale of assets 118 DD) 
Advances on future natural gas deliveries (26) (23) 
Internally generated cash from operations 661 623 
(Increase) decrease in operating working capital (Note 7) (185) 203 
476 826 
Investment Activities 
Expenditures on property, plant and equipment 
and exploration 567 799 
(Decrease) increase in investments, net (76) 52 
Increase in deferred charges, net 18 18 
509 869 
Financing Activities and Dividends 
Proceeds from issue of long-term debt 240 361 
(Decrease) increase in short-term notes payable, net (258) 655 
Reduction of long-term debt (6) (6) 
Redemption of redeemable preferred shares - (883) 
Dividends on redeemable preferred shares ~ (10) 
(24) 117 
(Decrease) Increase in Cash (57) 74 
Cash and Short-Term Deposits 
at Beginning of Year 84 10 
Cash and Short-Term Deposits 
at End of Year $ PHL RS 84 
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Petro-Canada Consolidated Balance Sheet 


As at December 31, 1989 
(stated in millions of dollars) 


1989 1988 
Assets (Restated) 
(Note 2) 
Current Assets 
Cash and short-term deposits $ 2 84 
Accounts receivable 807 734 
Inventories (Note 8) 677 560 
Income taxes recoverable 34 36 
Prepaid expenses 45 41 
1590 1] 455 
Investments (Note 9) 467 539 
Property, Plant and Equipment, net (Note 10) 4 668 4 675 
Deferred Charges (Note 11) 93 83 
$ 6 818 © a7 
Liabilities and Shareholder’s Equity 
Current Liabilities 
Short-term notes payable $ 710 968 
Accounts payable and accrued liabilities 875 765 
Current portion of long-term debt 6 6 
1591 I BY 
Long-Term Debt (Note 12) 1 232 1 036 
Deferred Credits (Note |3) 231 Pals 
Deferred Income Taxes 1 006 1 037 
Shareholder’s Equity (Note 14) 2 758 2D YD 
$ 6 818 6 752 


Approved on behalf of the Board 


Vd flat 


Director Director 
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Petro-Canada Notes to Consolidated 
Financial Statements 


December 31, 1989 
(stated in millions of dollars) 


Note 1: Summary of Significant Accounting Policies 


(a) Basis of Consolidation 
The consolidated financial statements include the accounts of Petro-Canada, an agent of Her Majesty in 
right of Canada, and of all subsidiary companies (‘‘the Corporation’’) except Canertech Inc., which is 
excluded for the reason described in Note 9. 

The excess of the consideration paid for the shares of subsidiaries over the underlying net book values 
at the dates of acquisition is attributed to the related assets acquired and is amortized over the life of these 
assets. 


(b) Inventories 
Inventories are stated at the lower of cost and net realizable value. Cost of crude oil, refined products and 
merchandise is determined on a “’first-in, first-out’ basis. 


(c) Investments 
The Corporation accounts for investments in companies over which it has significant influence on the 
equity method. Other long-term investments are accounted for on the cost method. 


(d) Property, Plant and Equipment 

The Corporation accounts for its investment in exploration and development activities on the successful 
efforts method (Note 2). Under this method the acquisition cost of unproved acreage is capitalized. Costs 
of exploratory wells are initially capitalized pending determination of proved reserves and costs of wells 
which are assigned proved reserves remain capitalized while costs of unsuccessful wells are charged to 
earnings. All other exploration costs are charged to earnings as incurred. Development costs, including 
the cost of all wells, are capitalized. 

Substantially all of the Corporation’s exploration and development activities are conducted jointly 
with others. Only the Corporation’s proportionate interest in such activities is reflected in the financial 
statements. 

The interest cost of debt attributable to the construction of major new facilities is capitalized during the 
construction period. 

Overburden removal costs relating to oil sands which will be mined in future years are deferred and 
are charged to earnings when the related oil sands are mined. 


(e) Depreciation, Depletion and Amortization 

The carrying amounts of significant unproved properties are evaluated periodically for impairment with 
any such impairment being charged to earnings. The cost of other unproved properties is amortized over 
their average holding period. 

Depreciation and depletion of capitalized costs of oil and gas producing properties is calculated using 
the unit of production method. The Corporation applies a ‘‘ceiling test’’ to capitalized costs in each 
individual field to ensure that such costs do not exceed the fair market value of the related proved 
reserves. 

Depreciation of other plant and equipment is provided on either the unit of production method or the 
straight line method as appropriate. Straight line depreciation rates are based on the estimated service 
lives of the related assets. 
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Petro-Canada Notes to Consolidated 
Financial Statements 


December 31, 1989 
(stated in millions of dollars) 


Note 1: (Continued) 


(f) Income Taxes 

The Corporation makes full provision for income taxes deferred as the result of claiming depreciation, 
exploration, development and other costs for income tax purposes which differ from the related amounts 
charged to earnings. 


(g) Translation of Foreign Currency 

Current assets, except inventories and prepaid expenses, current liabilities and long-term debt are 
translated at rates of exchange in effect at the balance sheet date. Long-term assets, inventories, prepaid 
expenses, deferred income taxes, redeemable preferred shares and revenue and expense items are 
translated at rates of exchange in effect at the respective transaction dates. Depreciation, depletion and 
amortization expense reflects rates of exchange in effect when the related assets were acquired. 

The resulting exchange gains or losses are included in earnings, except for unrealized exchange gains 
or losses arising on translation of long-term debt, which are deferred and amortized over the remaining 
term of the debt. 

Foreign operations are integrated with the Corporation’s other activities and are translated in the 
manner described above. 


(h) Postemployment Benefits 

In addition to its pension plans the Corporation provides for other postemployment benefits, including 
health, dental and life insurance, to its qualifying retirees. The cost of these benefits is charged to earnings 
when paid by the Corporation. 


Note 2: Change in Accounting Policy 


Effective January |, 1989 the Corporation retroactively adopted the successful efforts method of account- 
ing for its investment in exploration and development activities [Note 1(d) & (e)]. Previously the Corpora- 
tion had followed the full cost method of accounting. This change, which increased 1989 net earnings by 
$19 million, resulted in the following adjustments to previously reported 1988 amounts. 


Balance as 
Previously Balance as 
1988 Balances Reported Adjustment Restated 
Opening retained earnings (deficit) $ (289) er oan BOD 1) bu dl 34.0) 
Property, plant and equipment, net 6 534 (1 859) 4 675 
Deferred income taxes 1 708 (671) 1 037 
Closing retained earnings (deficit) (246) (1 188) (1 434) 
Net earnings (loss) after dividends 
on redeemable preferred shares 94 (137) (43) 
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Petro-Canada Notes to Consolidated 
Financial Statements 


December 31, 1989 
(stated in millions of dollars) 


Note 3: Income Taxes 


The provision for income taxes of $84 million (1988 - $41 million) represents an effective rate of 49.7% 
(1988 - 136.7%) on earnings before income taxes of $169 million (1988 — $30 million). The computation 
of the provision, which requires adjustment to earnings before income taxes for non-taxable and 
non-allowable items, is as follows: 


1989 1988 
Earnings before income taxes $ 169 $ 30 
Add (deduct) 
Royalties and other payments to provincial governments 137 135 
Federal allowances 
Resource allowances (111) (107) 
Tax depletion (41) (8) 
Non-deductible depreciation, depletion and amortization 82 90 
Non-taxable gains (7) (14) 
Equity in earnings of affiliates (31) (21) 
Other (8) 4 
Earnings as adjusted before income taxes $ 190 $ 109 
Canadian Federal income tax at 39.5% (1988 - 42.4%) 
applied to earnings as adjusted $ 75a aS 46 
Provincial and other income taxes, net of federal abatement 14 ~ 
Provincial income tax rebates (5) (5) 
Provision for income taxes $ 84 $ 4] 


Note 4: Extraordinary item 


During 1989 the Corporation commenced an internal reorganization program which resulted in a staff 
reduction. The cost of this program, in the amount of $54 million (after deducting related income taxes of 
$38 million) was charged to 1989 earnings. 

During 1988 the Corporation wrote down the carrying value of its investment in Sedpex Inc. (Note 9) 
due to uncertain dayrates and low utilization of offshore drilling rigs. The amount of this charge to 
earnings was $22 million including related income taxes of $2 million. 


Note 5: Redeemable Preferred Shares 


During 1988 a subsidiary redeemed 7 092 983 shares for a consideration of U.S. $709 million. The 1988 
redemption comprised virtually all the remaining outstanding shares. 
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Petro-Canada Notes to Consolidated 
Financial Statements 


December 31, 1989 
(stated in millions of dollars) 


Note 6: Working Capital Provided from Operations 


1989 1988 
Earnings (loss) before extraordinary 
item and dividends on redeemable preferred shares $ 85 ¢ (11) 
Add (deduct) 
Depreciation, depletion and amortization 401 536 
Exploration expense 98 114 
Deferred income taxes 37 (11) 
(Gain) loss on sale of assets (37) 2 
Equity earnings, net of dividends received (6) 2 
Other (9) (8) 
$ 569 § 624 
Note 7: (Increase) Decrease in Operating Working Capital 
1989 1988 
Accounts receivable $ (73) $ 158 
Inventories (117) 161 
Income taxes recoverable 2 (32) 
Prepaid expenses (4) 12 
Accounts payable and accrued liabilities 110 (99) 
Extraordinary item (92) - 
Other (11) 3 
$ (185) $ 203 
Operating working capital is comprised of working capital other than cash 
and short-term deposits, short-term notes payable and current portion of 
long-term debt. 
Note 8: Inventories 
1989 1988 
Crude oil, refined products and merchandise $ 615 §$ 495 
Materials and supplies 62 65 
$ 677 $ 560 
Note 9: Investments 
1989 1988 
At equity 
Westcoast Energy Inc. © $ 293 $ 269 
Petro-Canada Centre 94 189 
Sedpex Inc. 18 18 
Other 24 Ap 
At cost 
Mortgages and other investments 38 4] 
$ 467 $ 539 


39 


Petro-Canada Notes to Consolidated 
Financial Statements 


December 31, 1989 
(stated in millions of dollars) 


Note 9: (Continued) 


Westcoast Energy Inc. (‘‘Westcoast’’) 
At December 31, 1989 the Corporation held approximately 37% (1988 - 37%) of the outstanding common 
shares of Westcoast with a quoted market value of $378 million (1988 - $280 million). 


Petro-Canada Centre 

The Corporation holds 50% of a joint venture which owns Petro-Canada Centre, an office complex in 
Calgary. The Corporation has entered into a long-term lease for use of a portion of the complex and, as at 
December 31, 1989, has guaranteed $227 million of long-term debt related to the facility. 


Sedpex Inc. 
The Corporation holds 50% of the outstanding common shares of Sedpex Inc., a company which owns a 
semi-submersible drilling vessel. 


Canertech Inc. (‘‘Canertech’’) 

The accounts of Canertech, a wholly owned subsidiary company, have been excluded from consolidation 
because a formal plan exists to dispose of the investment in the subsidiary. In response to a directive by 
the Government of Canada, the Corporation incorporated Canertech in 1981 to develop alternate energy 
sources. At that time the Government indicated its intention of purchasing the Corporation’s investment 
at cost and establishing Canertech as an independent Crown corporation. The Corporation is proceeding 
with the implementation of a Government directive to bring about the dissolution of Canertech. The 
Corporation’s investment in Canertech is carried in the accounts at its original cost of one dollar. 


Note 10: Property, Plant and Equipment 


1989 1988 1989 1988 
Accumulated Accumulated 
Depreciation, Depreciation, 
Depletion and Depletion and 
Cost Amortization Net Cost Amortization Net Capital Expenditures 
Natural Resources 
Oil and gas 
Canada S083 923s pe bs mee 1770 $ 3 867 $ 2033." $ 1834 $ 187 $ 44] 
Foreign 87 57 30 67 52 15 22 3 
Oil sands 
Syncrude Project 764 173 591 751 153 598 13 42 
Other oil sands 219 219 - 212 212 - 7 5 
Natural gas liquids 217 103 114 210 89 121 4 4 
Other 76 53 23 105 81 24 3 2 
5 286 2 758 2 528 5 212 2 620 2592 236 497 
Refining and Marketing 2 700 693 2 007 2 495 550 1945 208 159 
Other Property, Plant 
and Equipment 322 189 133 299 161 138 25 29 
$ 8308 $ 3640 $ 4668 $ 8006 $ Ba33 teen 4675 $ 469 $ 685 


Capital expenditures for the year include $ nil (1988 —- $12 million) of capitalized interest expense. 
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Petro-Canada Notes to Consolidated 
Financial Statements 


December 31, 1989 
(stated in millions of dollars) 


Note 11: Deferred Charges 


1989 1988 
At cost 
Oil sands overburden removal costs $ 43 $ 39 
Less portion related to oil sands to be 
mined within one year 18 7, 
25 Ape 
Deferred pension funding 36 2 
At amortized cost 
Deferred financing costs 17 17 
Other 15 7 
$ 93 §$ 83 
Note 12: Long-Term Debt 
Maturity 1989 1988 
In Canadian dollars 
8.25% unsecured notes 1993 $ Ls 1] 
In United States dollars 
7.75% unsecured notes (U.S. $12 million) 1993 14 iS: 
LIBOR less 0.8% unsecured notes (U.S. $125 million) 1995 144 149 
9% unsecured notes (U.S. $23 million) 1995 26 31 
7.25% unsecured debentures (U.S. $200 million) 1996 232 239 
9.50% unsecured debentures (U.S. $200 million) 2003 232 239 
8.25% unsecured debentures (U.S. $200 million) 2016 232 239 
9.70% unsecured debentures (U.S. $100 million) 2018 115 119 
8.80% unsecured debentures (U.S. $200 million) 2019* 232 - 
1 238 1 042 
Less current portion 6 6 
$ ws) 83 1 036 


*Redeemable in 2004 at the option of the holder thereof. 


Repayment of long-term debt 


The minimum repayment of long-term debt in each of the next five years is as follows: 


1990 - $6 million 1991 -$6 million 1992 - $7 million 
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1993 -— $24 million 


1994 — $4 million 


Petro-Canada Notes to Consolidated 
Financial Statements 


December 31, 1989 
(stated in millions of dollars) 


Note 13: Deferred Credits 


1989 1988 

Translation adjustment on long-term debt $ 114 $ 88 
Advances on future natural gas deliveries 69 95 
Long-term liabilities 48 30 
$ 231 §$ ANS 


Note 14: Shareholder’s Equity 


Authorized Capital 
(a) 71188 common shares with a par value of one hundred thousand dollars each, and 


(b) Preferred shares issued to the Government of Canada provided that the amount of such shares together 
with any loans received, and outstanding, from the Consolidated Revenue Fund of the Government of 
Canada is not in excess of one billion dollars. These shares have a par value of one dollar each, are 
redeemable at par at the option of the Corporation, carry no stated rate of dividend and are non- 
cumulative. 


Issued (to the Government of Canada) 


1989 1988 

Number of Number of 

Shares Shares 
Common shares 17540 $ 1754 BESS Sie 3 188 
Preferred shares 972 771 853 a7 3 q SHON ATE £33333) O75 
Total capital PN YAN) 4 161 
Retained earnings (deficit) 31 (1 434) 
$ 2 758 $ 227. 


Contributed Surplus 


During 1989 the Board of Directors approved the adoption of the successful efforts method of accounting 
which resulted in a decrease in retained earnings to a deficit of $1 434 million as at January 1, 1989. It 

was contemplated that this deficit would be offset against capital, subject to shareholder’s approval. On 
February 21, 1990, His Excellency the Governor General in Council approved the surrender for cancellation 
of 14 343 common shares. This surrender and cancellation of these shares resulted in a contributed surplus 
of $1 434 million. Shareholder’s equity at December 31, 1989 has been adjusted to give effect to the 
contributed surplus and its offset against the deficit. 


Note 15: Pension Plans 


The Corporation’s plans are defined benefit plans with the benefits generally based upon years of service 
and average salary during the final years of employment. They are funded by the Corporation based upon 
the advice of an independent actuary. 


Plan Status as at December 31] 


1989 1988 
Actuarial value of assets $ 495 $ 445 
Pension obligation 470 427 
Net pension asset $ 250 18 
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Petro-Canada Notes to Consolidated 
Financial Statements 


December 31, 1989 
(stated in millions of dollars) 


Note 15: (Continued) 


The net pension asset is amortized to earnings over the expected average remaining service life of the 
employees covered by the plans, which is currently 12 years. 

Pension funding and expense amounted to $29 million (1988 - $32 million) and $17 million (1988 - 
$16 million) respectively. 


Note 16: Related Party Transactions 


Transactions with the Government of Canada and its agencies are in the normal course of business and 
are therefore on the same terms as those accorded to non-related parties. 


Note 17: Segmented Information 


The Corporation operates in two business segments: 

Natural resources, comprising: exploration, development, production, transportation and marketing 
activities for crude oil, natural gas, field liquids, sulphur and oil sands; and extraction of liquids from 
natural gas. 

Refining and marketing, comprising: purchase and sale of crude oil; refining crude oil into oil 
products; and distribution and marketing of these and other purchased products. 

Financial information by business segment is presented in the following table as though each segment 
were a Separate business entity. Inter-segment transfers of products, which are accounted for at market 
value, are eliminated on consolidation. Corporate and other includes investment income, interest expense 
and unallocated general corporate revenues and expenditures. Corporate and other assets are principally 
cash and short-term deposits, investments in other companies and general corporate assets. 


Natural Resources Refining and Marketing Corporate and Other Consolidated 
1989 1988 1989 1988 1989 1988 1989 1988 

Revenue 
Sales to customers and 

other revenues $ 502 $ 473 $ 4442 $ 4245 $ TEED 83:09" 55: O17. 4801 
Inter-segment sales 640 516 - - - - 
Segment Revenue $ 1142 $ 989 $ 4442 $ 4245 $ Tans 83 
Earnings 
Operating earnings before 

depreciation, depletion 

and amortization $ 518 $ 415 $ 339 $ 336 $ ESS$ 60 $ 870 $ 811 
Depreciation, depletion 

and amortization (249) (388) (147) (142) (5) (6) (401) (536) 
Exploration expense (98) (114) - - - - (98) (114) 
Interest s = = < (202) (131) (202) (131) 
Provision for income taxes (91) (2) (88) (92) 25 53 (84) (41) 
Earnings (Loss) before 

Extraordinary Item and 

Dividends on Redeemable 

Preferred Shares $ 80 $ (89) $ 104 $ 102 $ (99) $ (24) $ 85 $ (11) 
Capital and Exploration 

Expenditures 
Property, plant and equipment 

and exploration expenditures $ 334 $ 611 $ 208 $ 159 $ 25 $ 29 $ 567 $ 799 
Investments - = (1) l (75) 5] (76) 52 
Deferred charges 4 (1) 3 2 11 17 18 18 

$ 338 $ 610 $ 210 $ 162 $ (39) $ 97° $ 509 $ 869 

Total Assets $ 2786 $ 2870 $ 3394 $ 3101 $ 638 $ 781 $ 6818 $ 6 752 
Capital Employed $ 2551 $ 2650 $ 2810 $ 2585 $ 582 $ 125) 623) 94375 5 987 
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Petro-Canada Notes to Consolidated 
Financial Statements 


December 31, 1989 
(stated in millions of dollars) 


Note 18: Comparative Figures 


Certain reclassifications have been made to the 1988 comparative figures to conform with the current 
year’s presentation. 


Note 19: Commitments and Contingencies 


Commitments 

(a) The Corporation has leased property and equipment under various long-term operating leases for 
periods up to 2008. The minimum annual rentals for non-cancellable operating leases are estimated at 
$55 million in 1990, $53 million in 1991, $53 million in 1992, $44 million in 1993, $41 million in 1994 and 
$23 million per year thereafter until 2008. 


(b) Pursuant to an agreement reached on December II, 1989 with Westcoast Energy Inc. the Corporation 
has agreed to purchase the propane business of Inter-City Gas Corporation (‘‘ICG’’) for a consideration of 
$265 million plus an earnings adjustment. The purchase is conditional on obtaining certain regulatory 
approvals and the approval of ICG’s shareholders. It is anticipated this transaction will close near the end 
of the first quarter of 1990. 


Contingencies 

The Corporation is involved in litigation and claims associated with normal operations. Management is of 
the opinion that any resulting settlements would not materially affect the financial position of the 
Corporation. 


Note 20: Subsequent Events 


(a) On January 10, 1990 the Corporation sold U.S. $300 million of 8.60% debentures due January 15, 2010. 
The net proceeds of the sale of approximately $345 million (U.S. $297 million) were used to reduce 
short-term indebtedness. 


(b) On February 20, 1990 the Government of Canada announced its intention to introduce legislation in 
1990 to authorize the Corporation to sell share capital to the public. An initial public offering of treasury 
shares is expected to be followed by further share issues over a number of years. The arrangements for 
the sale of shares, which have not been finalized, will include changes to the Corporation’s capital 
structure and legal status. 
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Petro-Canada Supplemental Information 


Reserves Information 
(proved reserves, net after royalties) 


Crude oil and natural gas liquids 
(millions of barrels) 
Conventional crude oil 
Synthetic crude oil 
Natural gas liquids 


Total 


Natural gas (billions of cubic feet) 


Balance at beginning of year 
Revisions of previous estimates 
Extension and discoveries 
Purchases 

Sales 

Production 


Balance at end of year 


Notes: 


. Reserves quantities in the Annual Report, excluding 


synthetic crude oil, are reported based on estimates 
consistent with the knowledge of the characteristics 
and extent of underlying productive formations at 
each year end. 


. The above figures include Petro-Canada’s 17 per cent 


interest in the synthetic crude oil reserves of Syncrude. 
These reserves are based on the demonstrated produc- 
tion capacity of the Syncrude plant calculated over the 
remaining term of the current operating permit to the 
year 2013. The Syncrude project is subject to a royalty 
agreement between the Province of Alberta and the 
Syncrude participants whereby the Province has the 
right to 50 per cent of Syncrude’s deemed net profit. 
The Province has an option to convert its royalty to 

a 7.5 per cent gross overriding royalty. The net after- 
royalty reserves of Syncrude are based on an estimated 
average royalty rate for the life of the project based 

on deemed net profits and current prices and 
operating costs. 
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1989 1988 
Developed Undeveloped Total Developed Undeveloped Total 
174.2 11.1 185.3 195.8 3376 229.4 
194.5 18.0 212.5 198.3 20.3 218.6 
33.4 3.6 37.0 33.0 3.9 36.9 
402.1 32.7 434.8 427.1 57.8 484.9 
2 033.2 669.5 2 702.7 2 097.8 UMW a7? 2 813.0 
1989 1988 
Conventional Synthetic Natural gas Conventional Synthetic Natural gas 
oil and NGL crude oil oil and NGL crude oil 
(millions (millions (billions (millions (millions (billions 
of barrels) of barrels) of cubic feet) of barrels) of barrels) of cubic feet) 
266.3 218.6 2 813.0 248.7 D225 2 776.4 
(17.2) 2.9 48.2 39.1 15:2 Cees 
2.5 - 23.1 Di - 34.2 
0.9 - 20.5 - - 114.6 
(7.9) - (34.2) - - - 
(22.3) (9.0) (167.9) (23.7) (9.1) (144.7) 
222.3 21259, 92° 702.7 266.3 218.6 2 813.0 


Petro-Canada Supplemental Information 


Reserves and Production Discussion 


- Proved reserves of conventional oil and NGL declined from year-end 1988 due in part to the sale of 
non-strategic Western Canada properties and the reclassification of Wolf Lake reserves. 

- Natural gas proved reserves decreased by 110 billion cubic feet over 1988, partly as a result of higher 
production levels and sales of properties. 

- Reserves information presented in the accompanying tables does not include potential and probable 
reserves. Reserves associated with the Hibernia and Terra Nova offshore projects and the OSLO oil sands 
project will be booked at the time a commitment is made to proceed with development. 

- The following two tables list the top conventional oil and natural gas fields, representing about 
50 per cent of the Corporation’s year-end proved reserves and 1989 production. 


Principal Reserves Locations 


Conventional oil Natural gas 

Field % of proved Field % of proved 
* reserves at reserves at 
December 31, 1989 December 31, 1989 
Valhalla 11 Hanlan 10 
Pembina 8 Whitecourt 7 
Bellshill Lake 8 Yoyo 6 
Nipisi 6 Medicine Hat 4 
Swan Hills 6 Laprise 4 
Cactus Lake 5 Ricinus 4 
Utikuma 5 Kaybob South 3 
Wainwright 4 Brazeau 3 
Alderson 3 
Hatton 2 
Gilby D 
Clarke Lake 2 
53 50 

Principal Production Locations 

Conventional oil g Natural gas 

Field % of 1989 Field % of 1989 
production production 
Bellshill Lake 14 Yoyo 12 
Utikuma 8 Hanlan 12 
Valhalla 7 Whitecourt 5 
Nipisi 6  Laprise 5 
Brazeau See Glankeslake 3 
Kinsella 4 Jedney 3 
Boundary Lake 3 Medicine Hat 2 
Provost 3 Cow Lake 2 
Windfall 2) 
Kobes Creek 2 
Grassy 2 
50 50 


Notes: 

1. Reserves and production are net before royalties. 

2. Reserves and production locations are plotted on map 
in Resources division chapter. 
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Petro-Canada Supplemental Information 


Refining and Supply Discussion 


- Petro-Canada’s refineries produce a full slate of petroleum products. Included in the list are gasolines, 
aviation fuels, heating oils, heavy fuel oils, diesels, lubricants and asphalts. 

- The Mississauga plant of the Lake Ontario refinery produces a wide range of lubricating oils and limited 
volumes of other petroleum products. The Montreal refinery produces, in addition to petroleum products, 
a limited quantity of petrochemical feedstocks and solvents. The Edmonton refinery has the capability to 
process 6 600 cubic metres per day of synthetic crude oil. 

- Crude oil and other refinery feedstock requirements are primarily obtained from purchases in domestic 
markets. Petro-Canada’s Western Canada upstream production supplies 31 per cent of the Corporation’s 
refinery requirements. 

- Total daily rated refining capacity decreased from 60 600 to 54 200 cubic metres per day as a result of 
integration measures and the sale of the Moose Jaw asphalt plant. 

- Petro-Canada is party to a number of long-term processing agreements. Under these agreements, the 
Corporation refines crude oil on a fee basis for other industry participants, or other refiners provide similar 
service to Petro-Canada. 


Refining by Locations 


Average daily volume Daily rated capacity! at Annual 
of crude oil processed December 31 utilization rate 

1989 1988 1989 1988 1989 1988 

thousands of cubic metres per cent 
Montreal, Quebec 11.8 10.8 13.9 1329 85 78 
Lake Ontario, Ontario 17.0 15.6 19.4 19.4 88 79 
Edmonton, Alberta2 15.6 14.7 18.4 18.4 85 78 
Port Moody, British Columbia3 - 4.9. - 4.0 - 87 
Taylor, British Columbia 2el 1.9 eS 2.8 84 64 
Moose Jaw, Saskatchewan ~ 0.6 - Des - 30 


Total 46.5 48.5 54.2 60.6 86 TAU 


Supply Information 


Average daily volumes 
(thousands of cubic metres) 


1989 1988 

Net domestic supply4 40.1 45.3 
Net foreign purchases 6.4 3.2 
Processed by Petro-Canada 46.5 48.5 
Processed for others (14.0) (14.3) 
Processed by others 11.3 10.7 
Total Petro-Canada requirements 43.8 44.9 


Notes: 


1. Daily rated capacities are based on calendar days and 3. To better reflect the Edmonton/Port Moody integration, 
definite specifications as to types of crude oil, the prod- the Port Moody facility was dropped from the 1989 
ucts to be obtained and the refinery processes required. tables. Commencing October 31, 1988, the Port Moody 
Variations in these factors may result in actual capac- processing volumes consisted solely of partially processed 
ities being higher or lower than rated capacities. feedstock supplied by the Edmonton refinery. 

2. In 1989, the Edmonton refinery processed sufficient 4. Net domestic supply consists of Petro-Canada’s net domestic 
crude to supply the Port Moody, British Columbia production plus purchases of domestic crude oil less the 
facility with 3 600 cubic metres per day of partially Corporation’s domestic and export sales of crude oil. In addition, 
processed feedstocks. itincludes crude oil supplied by others for processing. 
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Five Year 
Financial Summary 


(stated in millions of dollars) 


Petro-Canada 


1989 1988 1987 1986 1985 
Summary of Earnings 
Revenue S57 OL7 See 4180S S079 RS 2a Se 38) 
Expenses 4 848 477) 4 765 4937 5 083 
169 30 314 25») 298 i 
Provision for income taxes 84 4) Wy 3 161 206 ; 
Earnings (loss) before extraordinary y 
and unusual items and dividends 
on redeemable preferred shares 85 (11) 14] 74 92 
Extraordinary and unusual items 54 22 - ~ 392 
Net earnings (loss) before dividends i 
on redeemable preferred shares 31 (33) 14] 74 (300) , 
Dividends on redeemable 
preferred shares _ 10 4) 59 78 : 
Net earnings (loss) after dividends on 
redeemable preferred shares $ 31 $ (43) $ 100 $ I> $ (378) 
Other Financial Data | 
Working capital provided from operations $ 569 $ 624 $ 784 $ 728 $ 870 ‘ 
Expenditures on property, plant 
and equipment and exploration 567 799 483 448 710 7 
Increase (decrease) in investments : 
and deferred charges (58) 70 143 81 (326) ! 


Acquisitions including minority 


interests - - - 301 1 O10 
Total assets 6 818 6 752 6 816 6 628 7 424 
Average capital employed 5 965 5 969 DV 5 760 6 124 
Operating working capital 688 606 806 549 97) 
Long-term debt (Note 3) 1 238 1 042 750 818 289 
Redeemable preferred shares - - 831 922 1 224 
Shareholder’s equity 2 758 PDT 2, 2h 232 DTA 
Annual Operating Revenues 
Resources Division 

Crude oil and natural gas liquids Be 

Conventional crude oil $ BUSTS 1) 316s), 432 $s 349°$. (627m 

Synthetic crude oil 192 166 192 167 279 

Field natural gas liquids 48 46 Dai 50 80 
611 528 681 566 986 

Natural gas 246 ADB: 203 219 292 

Sulphur 21 23 25 Sil 34 

Natural gas liquids from 

straddle plants 167 152 145 192 235 

Other 97 64 84 72 89 

Total $ 1142 $ 98949; hil389es. 1-080) f) G36 
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Petro-Canada 


1989 1988 1987 1986 1985 
Annual Operating Revenues (Continued) 
Products Division 
Gasolines $2117 2 050 2 240 2 280 2232 
Distillates 1 303 1 284 1 384 1549 1 350 
Other including petrochemicals 1 022 911 837 759 768 
Total $ 4442 4245 4 461 4588 4 350 
Expenditures on Property, Plant 
and Equipment and Exploration 
Resources Division 
Exploration 
Frontier $ 12 54 4] 245 442 
Western provinces 99 129 101 62 145 
Foreign 51 25 12 1] 19 
Development 
Western provinces 153 515)5) 138 113 18] 
Foreign 8 3 - ] 6 
Oil sands 
Syncrude 13 42 44 47 60 
Other Wf 5 5 3 iS 
343 611 34] 482 868 
Products Division 
Refining 114 80 49 > Je) 
Marketing 94 79 73 57 50 
208 159 IZ WZ 165 
Support facilities 25 29 25 20 26 
576 799 488 614 1059 
Petroleum Incentive Program grants 9 - 5 166 349 
Total $ 567 799 483 448 710 
Reinvestment ratio 1.03 1.30 0.64 0.68 0.90 
Financial Indicators (per cent) 
Performance 
Cash flow return on capital employed 11.0 glee? 14.3 eal 14.3 
Return on capital employed Be2 1.1 3.1 1.9 17 
Return on equity Bin | (0.8) 3.8 0.6 0.5 
Leverage 
Cash flow to debt INI) 4 29.2 S557 Bilee B2e2 
Debt to debt plus equity 42.2 43.6 43.5 AD es 49.) 
Interest coverage (times) 
— earnings basis 1.8 1.0 DEA! 1.6 1.8 
- cash flow basis 3.9 4.9 Di 7/ AS 5.0 


Notes: 


. Financial and operating results are included from 


October 1, 1985, for the operations of the assets 
acquired from Gulf Canada Limited except for the 
Edmonton refinery, and from April |, 1986, for the 
operations of the Edmonton refinery. 
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. Certain reclassifications have been made to the 


figures previously reported to reflect subsequent 


changes in reporting presentation. 


. Long-term debt includes current maturities 


Petro-Canada Five Year 
Operating Summary 


1989 1988 1987 1986 1985 
Oil and Gas Landholdings (gross/net) 
(millions of acres) 
Canadian provinces 
Alberta — Oil and natural gas rights 5.1/2.4 Des /2.6 5.4/2.6 5.8/2.8 6.4/3.1 
— Oil sands rights 2.4/.9 DSYET SES) ATM AO 2.6/.9 
British Columbia 2.1/1.3 2.2/0.4 DAM: Pa Ws) Belvo 
Saskatchewan Allis oflhes: =e LA Dies 
Other provinces AN Uf | m/e ile? .8/.5 US 
10.4/5.2 WAROs SE 4: 10.9/5.3 2a Ore SESS 
Frontier Canada 15.1/11.4 Non Alalies NOS Sige 35.1/19.7 81.5/40.6 
International 11.7/6.7 9.6/3.6 8) PANT 2.8/1.3 8.4/2.7 
Total 37.2/23.3 36.8/20.8 33.8/20.5 DOVA/2 72a OS24 A958 
Wells Drilled (gross/net) 
Canadian provinces - exploratory wells 
Oil 10/9 20/14 20/11 ZS 42/30 
Gas 18/16 BEG 10/6 34/15 50/27 
Dry 27/21 33/22 35/25 42/24 75/53 
55/46 88/62 65/42 97/52 167/110 
Canadian provinces - development wells 
Oil 96/23 176/91 199/74 283/51 482/169 
Gas 65/28 90/39 45/27 32/10 47/26 
Oil sands 20/6 266/133 75/38 4/2 -/- 
Dry 11/5 ii, 20/13 14/7 48/21 
192/62 547/270 339/152 333/70 577/216 
Frontier Canada and international 
— exploratory and development wells 
Oil 6/2 3/2 3/1 9/2 16/4 
Gas 1/0 1/0 -/- 9/3 10/4 
Dry 4/2 8/2 6/2 19/6 26/7 
11/4 12/4 9/3 SSIHA I SPAINS: 
Total 258/112 647/336 413/197 467/133 796/341 
Proved Reserves 
(net, before royalties/after royalties) 
Natural gas (trillions of cubic feet) 3.3/2.7 3) SVP is 3.4/2.8 BEA) 2a 325/220 
Sulphur (millions of tons) 4.6/3.9 5.6/4.7 5.3/4.5 I V4y,3 5.4/4.5 
Crude oil and natural gas liquids 
(millions of barrels) 
Conventional crude oil 226.8/185.3 278.3/229.4 264.7/214.7 275.2/218.5 288.2/218.4 
Synthetic crude oil 250.0/212.5 257.1/218.6 249.9/212.4 246.6/209.5 245.9/209.1 
Natural gas liquids 50.5/37.0 46.3/36.9 45.1/34.1 44.8/33.1 46.8/34.6 
Total 527.3/434.8 581.7/484.9 559.7/461.2 566.6/461.1 580.9/462.1 
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Petro-Canada 


1989 1988 1987 1986 1985 
Daily Production 
(net, before royalties/after royalties) 
Natural gas (millions of cubic feet) 570.8/460.1 487.9/395.4 437.2/353.7 360.7/289.3 410.8/324.4 
Sulphur (thousands of tons) 1.0/.8 1.0/.8 .9/.8 .8/.7 .9/.8 
Crude oil and field natural gas 
liquids (thousands of barrels) 
Conventional crude oil 62.3/51.7 66.2/54.] 66.8/54.0 67.0/54.0 65.2/49.7 
Synthetic crude oil 25.2/24.6 2526/2520 AS) SAAT DPAQ PANGS 21.9/19.6 
Field natural gas liquids 12.9/9.5 34/97) 12 ORO 13.2/9.6 11.0/8.1 
Total 100.4/85.8  105.2/88.8  103.3/86.7  102.2/85.1 SSW T7e4: 
Natural gas liquids production 
from straddle plants including 
ethane (thousands of barrels) 44.8 40.4 39.6 40.9 35.8 
Average sale prices 
Crude oil and field natural 
gas liquids ($ per barrel) 18.86 IDES DDD: NSe257 36.05 
Natural gas 
($ per thousand cubic feet) 1.48 1.61 1.63 244 2.45 
Marketing 
Retail outlets at year end 3295 3 429 3 677 3 844 3 965 
Petroleum products sales 
(thousands of cubic metres 
per day) 
Gasolines 20.1 19.4 20.3 20.3 16.3 
Distillates 15.8 16.1 16.7 16.2 eZ 
Heavy fuel oil 277, 2.6 5) 2.4 2.6 
Other including petrochemicals 5.8 Dai 6.1 eo) 4.4 
Total 44.4 43.8 45.6 _ 44.4 Bde). 
Refining 
Refinery crude capacity at year end 
(thousands of cubic metres 
per day) 54.2 60.6 64.0 64.0 46.2 
Crude oil processed by Petro-Canada 
(thousands of cubic metres 
per day) 46.5 48.5 48.4 47.2 34.2 
Average refinery utilization (per cent) 
(Note 3) 86 adh 76 74 78 
Employees 
Number at year end 6 468 33 7 204 7 740 TAT 


Notes: 


. Operating results are included from October 1, 1985, 


for the operations of the assets acquired from Gulf 
Canada Limited except for the Edmonton refinery, 
and from April 1, 1986, for the operations of the 
Edmonton refinery. 


. Certain reclassifications have been made to the 


figures previously reported to reflect subsequent 
changes in reparting presentation. 
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3. Average refinery utilization takes into account, 
where applicable, changes in refinery crude capacity 
that occured during the year. 
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